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CHAPTER 10

SUMMARY OF POSSIBLE JOURNAL ENTRIES
10.000 PURPOSE

10.001 SAS No. 22, Planning and Supervision (AU 311), requires the consideration of an overall
materiality limit during planning. SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AU
312), requires the subsequent evaluation of misstatements by comparing the known, but unadjusted, and
the estimated or projected misstatements, to the overall materiality limit.
10.002 The Summary of Possible Journal Entries Form in section 10.500 should be used to evaluate the
effect of unadjusted misstatements on the financial statements.

10.003 The following types of misstatements should be included in the Summary of Possible Journal
Entries Form:

• Known but unadjusted misstatements.
• Projected misstatements from sampling applications.

• Estimated misstatements from predictive analytical procedures.

10.100 MISSTATEMENTS FROM THE PRIOR YEAR

10.101 Often overlooked is the consideration of misstatements detected in the prior year that affect the
current year. For example, assume last year's Summary of Possible Journal Entries Form included an item
representing a $500 overstatement of prepaid insurance and an understatement of insurance expense. This
item should also be posted to the current year's form because it affects the current year's insurance
expense. Therefore, the prior year's Summary of Possible Journal Entries Form should be reviewed for
any items that may have an effect on the current year's financial statements, and such items should be
posted to the current year's form.
10.102 In considering the effects of prior year's possible journal entries on the current year's financial
statements, be alert for items that carry over and accumulate from year to year, such as an understatement
of the prior year's allowance for bad debts of $10,000 that has increased to $15,000 in the current year.
Even though such misstatements may be immaterial to the current and prior years' income statements and
balance sheets, the authors recommend that you urge your clients to correct such misstatements before they
become material.
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10.200 ESTABLISHING THRESHOLDS FOR POSTING UNADJUSTED MISSTATEMENTS
10.201 Some firms establish a predetermined dollar threshold above which misstatements should be
recorded as adjusting entries, and below which misstatements should be posted to the Summary of Possible
Journal Entries Form as unadjusted misstatements. Often such a threshold results from the client's desire
to record all misstatements detected during the audit that exceed a certain dollar amount. Other firms
prefer to not establish such a threshold because they believe this decision should be based on the nature or
sensitivity of the accounts affected by the misstatement.

10.202 To avoid posting clearly inconsequential misstatements, many firms also establish a threshold
below which items are not to be posted to the Summary of Possible Journal Entries Form. In other words,
they establish a minimum dollar amount that a misstatement must exceed to qualify for posting to the
Summary. For example, if this minimum amount were $10.00, and a $9.00 misstatement is detected in
cash, the misstatement would be noted in the cash workpapers, but not posted to the Summary of Possible
Journal Entries Form. This process can often save valuable engagement time.
10.300 AUTHORITATIVE PRONOUNCEMENTS
10.301 AICPA Statement on Auditing Standards (SAS) No. 47, Audit Risk and Materiality in Conducting
an Audit (AU 312), requires the consideration of an overall materiality limit during planning. This
Statement also requires the subsequent evaluation of misstatements by comparing the known, but
unadjusted, and the estimated or projected misstatements to the overall materiality limit. Auditors should
think of materiality as a constantly evolving benchmark, rather than as a fixed amount calculated at the
beginning of the engagement and carried through to its completion. Materiality thresholds should be revised
as necessary in light of new information that arises during the course of the audit, and as the context in
which it is used changes. The Summary of Possible Journal Entries Form is designed so that the auditor
can subjectively consider whether the effects of possible journal entries are material to the financial
statements as a whole.

10.302 SAS No. 47 does not establish materiality guidelines for use on audit engagements. The following
concepts of materiality, however, are commonly applied in practice:

Percentage of
the base

Materiality Base — Greater of Total
Assets or Total Revenues
But Not Over

Over
$

10.201

0
30,000
100,000
300,000
1,000,000
3,000,000
10,000,000
30,000,000
100,000,000
300,000,000

30,000
100,000
300,000
1,000,000
3,000,000
10,000,000
30,000,000
100,000,000
300,000,000
—

$

1,800
5,300
11,300
25,300
55,300
125,300
225,300
400,300
800,300

$

+
4+
+
+
+
+
+
+

6.00%
5.00%
3.00%
2.00%
1.50%
1.00%
0.50%
0.25%
0.20%
0.15%

30,000
in excess of $
100,000
in excess of
300,000
in excess of
1,000,000
in excess of
3,000,000
in excess of
in excess of 10,000,000
in excess of 30,000,000
in excess of 100,000,000
in excess of 300,000,000
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10.303 As an illustration of the application of the table, assume that an entity has total assets of $80,000
and total revenues of $150,000. Using the larger materiality base, materiality for planning purposes would
be calculated as follows:

$5,300 + [(150,000 - 100,000) x 0.03] = $6,800

10.304 Because many audits are begun prior to year end, it is often necessary to estimate the financial
statement bases (total assets and total revenues) for use in calculating planning materiality. Usually these
estimates are made based on the entity's year-to-date results, and considering any audit adjustments that
are likely to be made. Audit adjustments from the prior period are often good predictors of adjustments
that will be necessary in the current year.
10.305 In evaluating the effects of unadjusted misstatements at the completion of the audit, auditors
should be aware that an amount that is not considered to be material in relation to the balance sheet could
be material in relation to the statements of income or cash flows. The following are some misstatements
the authors believe auditors should give careful consideration to in determining their impact on the financial
statements:

• An accrual that is not material in relation to total expenses causes a significant misstatement
of a balance sheet account.
• A misclassification between sales returns and selling expenses affects the gross profit ratio and
the ratio of selling expenses to sales.
• A misclassification of assets or liabilities between current and noncurrent could affect working
capital or current ratio requirements under loan covenants.
• A misstatement that relates to a material unrecorded liability or contingent liability.

10.306 Materiality limits for major financial statement classifications, as determined using the guidelines
above, may also be entered on the Summary of Possible Journal Entries Form at the engagement partner's
option. The materiality limits for the major classifications will be used primarily to measure the effects
of known but unadjusted misstatements.

10.400 USING THE SUMMARY
10.401 The Summary of Possible Journal Entries Form should be prepared for all audit engagements by
the in-charge and reviewed by the engagement partner. The Form is in Lotus 1-2-3 format and can be
retrieved on the diskette included with this Manual.

Practice Tip:
Because professional judgment is needed to assess materiality and the effects that misstatements have
on the financial statements, it is very important that the engagement partner participate in completing
the Form. The partner therefore, should review each possible journal entry, as well as the final
conclusion.
8/95
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10.402 The overall materiality limit obtained from the Materiality Computation Form (Chapter 7, section
7.300) should be indicated in the space provided. Also, the dollar value over which misstatements should
be posted to the Form should be indicated in the space provided.

10.403 The Summary of Possible Journal Entries Form has been designed to permit the evaluation of the
effect of unrecorded misstatements on both the financial statements taken as a whole and on key
components of the financial statements (i.e., current assets, noncurrent assets, etc.).
10.404 The Form is designed to permit easy evaluation of misstatements by key components of the
financial statements, such as current and noncurrent assets, current and noncurrent liabilities, shareholders'
equity, and the income statement. Misstatements should be posted to the Form in the appropriate columns
(for Lotus 1-2-3 formulas, debits should be positive amounts and credits should be negative amounts).

10.405 Misstatements affecting the income statement are further broken down into three categories:
known, estimated, and projected. "Known" misstatements are those for which the amount of the error is
relatively certain. Such misstatements are often supported by highly reliable evidence, such as third-party
documents. An example of a known misstatement would be a failure to record an invoice for repairs
expense. Such an item would be posted to the Form as a debit (positive amount) in the "Known
Misstatements" column and a credit (negative amount) in the "Current Liabilities" column.
10.406 As the term implies, "estimated" misstatements, are items for which the amount of the misstatement
must be estimated. For example, if the auditor believes, based on prior collection history, that the client's
reserve for bad debts is understated, the auditor would determine (with the client's assistance and input)
the additional reserve needed, and would post this estimate to the Form as a debit (positive amount) in the
"Estimated Misstatements" column and a credit (negative amount) in the "Current Liabilities" column.
10.407 "Projected" misstatements arise from projecting sampling errors to the sampling population (see
the Audit Sampling Evaluation Form —Tests of Balances Sampling, section 7.528). For example, if a
$1,000 accounts receivable misstatement is found in a sample of 10% of the population, the projected
misstatement would be $10,000 (posted as a debit to the "Current Assets" column and a credit to the
"Projected Misstatements" column). It is important to distinguish between the different types of income
statement misstatements to aid in assessing the overall impact the unrecorded misstatements have on the
financial statements. The "Total" column in the income statement section represents the sum of the known,
estimated, and projected misstatements in the income statement columns.

10.408 After all possible journal entries have been posted to the Form and reviewed by the engagement
partner, they should be discussed with the client. All entries subsequently recorded by the client should
be removed from this Form and recorded on the trial balance so that only unrecorded entries remain on
the Form. The columns for each key component should be totaled and then compared to the corresponding
financial statement amounts. The total unrecorded income statement misstatements should be tax effected
using the client's effective tax rate and compared to net income. The total unrecorded misstatements should
be compared to the financial statement totals as a whole and by key component.

10.402
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10.409 Concluding on the effect of misstatements on the financial statements is a matter of judgement and
generally involves considering the nature of the misstatements (known, estimated or projected), overall
materiality, and their impact on the financial statements taken as a whole. In instances when net income
approaches zero, other factors may be considered, such as the effect of the misstatements on shareholders'
equity, whether recording the adjustment to correct the misstatements would cause net income to become
a loss, and historical earnings trends of the entity.
10.410 Adjustments would be proposed after considering the aggregate effects of all of the misstatements.
If there are no known, projected, or estimated misstatements, this fact should be documented on the
Summary of Possible Journal Entries Form.
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* Total

)

Cunent
Assets
Current
Liabilities
Noncurrent
Liabilities

BALANCE SHEET
Noncurrent
Assets

of known, estimated and projected misstatements columns.

\

Total effect of
unrecorded misstatements
from prior years

Journal Entry
Debit (Credit)

Equity

Known
misstatements

Estimated
misstatements

Projected
misstatements

INCOME STATEMENT

__________________________________________________________________ ___________________________

Total Unrecorded M isstatem ents (Pag e

W/P Ref

__

(continued)

*
TOTAL

$ ________________________

Amount over which
misstatements should
be posted to this form:

Client:
............. ......... —--------------------------------------------------------- ------------- —- ------ Financial Statement Date:---------------------------------------------------------------------

p ag e_ \

$ ________________________

Overall materiality limit:

Summary of Possible Journal Entries Form

10-9

10.500
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_

Totals from previous page

Journal Entry
Debit (Credit)

Current
Liabilities

Noncurrent
Liabilities
Equity

Total of known, estimated and projected misstatements columns.
* Apply the client’s effective tax rate to the total unrecorded misstatements
(income statement). Subtract the tax amount from the total unrecorded
misstatement amount for the tax effected amount.

Noncurrent
Assets

Date:

Reviewed by: ___________________________ _______ ____ _____________ Date:
(Engagement Partner)

Prepared b y : ____________________________________________________
(In-charge)

Conclusion: The above misstatements do not ______ d o ______ materially affect the
financial statements

*

*

% of Total Unrecorded Misstatements to
Corresponding Financial Statement Amounts

Corresponding Financial
Statement Amounts

Current
Assets

BALANCE SHEET
Estimated
misstatements

Projected
misstatements

% of tax effected unrecorded
misstatements to net income

Net income

misstatements

Tax effected unrecorded

Tax effect on total unrecorded
misstatements (income statement)
**

Known
misstatements

INCOME STATEMENT
*
TOTAL

_______________ _________________________________________________ ________________________________________________

Total Unrecorded Misstatements

W/P Ref

page_ \

Summary of Possible Journal Entries Form (continued)
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CHAPTER 11

CONSULTATION FORM
11.000 PURPOSE
11.001 The Consultation Form (section 11.300) is provided to document consultations with outside
specialists or firm personnel having special expertise.

11.002 Such consultations may include, for example, the use of specialists to perform procedures on
certain engagements, such as actuaries or data processing systems specialists, detection of a material error,
irregularity or illegal act during the audit, or the application of a new accounting principle. As part of a
firm's quality control system, staff should be advised of particular situations that could require consultation.
They should also be advised of the individuals within or outside the firm who are designated as specialists,
such as those with expertise in a particular industry or certain types of accounting or reporting issues.

11.100 AUTHORITATIVE PRONOUNCEMENTS

11.101 The AICPA Statement on Quality Control Standards No. 1, System of Quality Control for a CPA
Firm (QC 10.07), states:
Policies and procedures for consultation should be established to provide the firm with
reasonable assurance that personnel will seek assistance, to the extent required, from
persons having appropriate levels of knowledge, competence, judgment, and authority.
The nature of the arrangements for consultation will depend on a number of factors,
including the size of the firm and the level of knowledge, competence, and judgment
possessed by the persons performing the work.

11.102 All firms that are members of the AICPA are obligated to follow the quality control standards.
As a result, every firm should establish and maintain a quality control system1 appropriate for its particular
operational and organizational structure.

1 A companion product in the Integrated Practice System, Quality Control Manual for CPA Firms (Product
No. 008867), provides a thorough discussion of quality control requirements.
8/95
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11.103 The following are three basic objectives (found in QC 90.14) a firm should consider in developing
its consultation policies and procedures:
1. Identify areas and specialized situations where consultation is required, and encourage
personnel to consult with or use authoritative sources on other complex or unusual matters.
2. Designate individuals as specialists to serve as authoritative sources, and define their authority
in consultative situations. Provide procedures for resolving differences of opinion between
engagement personnel and specialists.
3. Specify the extent of documentation to be provided for the results of consultation in those
areas and specialized situations where consultation is required. Specify documentation, as
appropriate, for other consultations.

11.104 Each firm should carefully design quality control policies and procedures over consultation that
fit its unique operating and organizational characteristics. These policies and procedures should be com
municated to all professional staff, preferably in a written quality control document, so that they are aware
of the situations that require consultation and of the individuals from whom they should seek advice or
assistance.

11.105 Examples of situations that may require consultation include:
• Going-concern problems.
• Identification of errors, irregularities, and illegal acts.

• Information that raises doubt about management's integrity.
• Unresolved disagreements among engagement personnel.

11.200 USING THE CONSULTATION FORM

11.201 The Consultation Form should normally be completed under the supervision of the in-charge and
reviewed by the engagement partner as problems arise. Any differences of opinion between the specialist
and engagement personnel should be resolved by someone with the appropriate knowledge and authority,
generally the firm's managing partner.

11.202 The original copy of the Form should be filed with the engagement working papers. Filing a copy
of the Form in a central subject file will facilitate resolution of similar problems by other firm personnel.

11.103
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11.300

Consultation Form

INSTRUCTIONS:

This form should be completed by the engagement personnel for situations that require consultation under
the firm's quality control system. The consultant and engagement partner should sign the form to indicate
their agreement with the resolution. Any disagreements between engagement personnel and the consultant
should be resolved by the firm's managing partner.
Brief Summary of Issue

Important Facts

Resolution

Date:

Consultant Signature:

Date:

Prepared by:
(Engagement Staff)

Date:

Reviewed by:

(Engagement Partner)
8/95
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CHAPTER 12

CLIENT REPRESENTATION LETTER
12.000 PURPOSE

12.001 The purpose of a client representation letter is to document oral and written representations made
by a client to firm personnel during the course of an engagement including representations made through
the financial statements. While these representations are not a substitute for applying necessary auditing
procedures, they are an important part of the evidential matter auditors must obtain. Further, the auditor
should discuss the letter with the client since the client needs to understand the significance of the letter
rather than making the letter a mere formality.

12.100 AUTHORITATIVE PRONOUNCEMENTS

12.101 AICPA Statement on Auditing Standards (SAS) No. 19, Client Representations (AU 333),
establishes a requirement that the independent auditor obtain written representations from management as
part of an audit performed in accordance with generally accepted auditing standards.
12.102 The client representation letter is considered such an important piece of audit evidence that SAS
No. 19, paragraph 11 (AU 333.11), states:
Management's refusal to furnish written representations constitutes a limitation on the scope of
the audit sufficient to preclude an unqualified opinion.

12.103 The Statement continues by stating if management refuses to furnish written representations, the
auditor should consider the effect of this refusal on his or her ability to rely on other representations. In
such situations, the auditor would issue a qualified or disclaimer of opinion due to a scope limitation. The
authors believe that, in most cases, auditors should disclaim an opinion, because management's refusal to
sign the representation letter indicates that all other written and oral representations made during the audit
cannot be relied on.
12.104 SAS No. 19 explains the rationale for requiring written representations from management. Put
simply, the auditor relies on management's responses to inquiries as well as the information management
presents in its financial statements. An auditor performs the auditing procedures considered necessary in
order to render an opinion on the financial statements, and obtaining written representations from
management is a part of those audit procedures. When management provides written representations to
the auditor, it confirms oral representations made throughout the audit, addresses the continued appro
priateness of the representations, and reduces the possibility of any misunderstanding concerning the
representations.
8/95
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12.105 SAS No. 19 (AU 333.04) provides a detailed listing of representations the auditor should consider
obtaining. Those that apply to most small business audit engagements include:
• Management's acknowledgement of its responsibility for the fair presentation of the financial
statements.
• Availability of all financial records and related data.
• Absence of errors in the financial statements and unrecorded transactions.
• Information about related-party transactions.
• Noncompliance with aspects of contractual agreements that may affect the financial statements.

• Information about subsequent events.
• Irregularities involving management or employees.
• Communications from regulatory agencies concerning noncompliance with, or deficiencies in,
financial reporting practices.
• Plans or intentions that may affect the carrying value or classification of assets or liabilities,
including events or changes in circumstances that may result in impairment of long-lived assets,
certain identifiable intangibles, and related goodwill in accordance with SFAS 121, Accounting
for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed of.

• Disclosure of compensating balance or other arrangements involving restrictions on cash
balances, and disclosure of line-of-credit or similar arrangements.
• Reduction of excess or obsolete inventories to net realizable value.
• Losses from sales commitments.
• Satisfactory title to assets, liens on assets, and assets pledged as collateral.

• Agreements to repurchase assets previously sold.

• Losses from purchase commitments for excess inventory quantities or at prices above market.
• Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.
• Other liabilities and gain or loss contingencies that are required to be accrued or disclosed by
SFAS No. 5, Accounting for Contingencies (AC 59) and risks and uncertainties that are
required to be disclosed by SOP 94-6, Disclosure of Certain Significant Rules and
Uncertainties.

12.200 USING THE CLIENT REPRESENTATION LETTER

12.201 The client representation letter should be dated as of the date of the auditor's report, signed by at
least the chief financial officer of the entity, and filed with the current engagement working papers. A
sample client representation letter is shown at section 12.300. This letter should be tailored to fit the
circumstances of each client.

12.105

8/95
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♦ ------------------------------------------------------------12.300 CLIENT REPRESENTATION LETTER
[Client Letterhead]
[Auditor's Report Date]

In connection with your audit of the financial statements of[client name] as
of[financial statement date] and for the[period] then ended, for the purpose
of expressing an opinion as to whether the financial statements present fairly the financial position, results
of operations, and cash flows of[client name] in conformity with
generally accepted accounting principles, we (I) confirm, to the best of our (my) knowledge and belief, the
following representations made to you during your audit:

1. We are (I am) responsible for the fair presentation in the financial statements of financial
position, results of operations, and cash flows in conformity with generally accepted accounting
principles.

2. We (I) have made available to you—
a.

All financial records and related data.

b. All minutes of meetings of shareholders, directors, and committees of directors, or
summaries of actions of recent meetings for which minutes have not yet been prepared.
c. Information relating to all statutes, laws, or regulations that have a direct effect on our
financial statements.
3. There have been no—

a. Irregularities involving management or employees who have significant roles in the internal
control structure.

b. Irregularities involving other employees that could have a material effect on the financial
statements.
c. Communications from regulatory agencies concerning noncompliance with, or deficiencies
in, financial reporting practices that could have a material effect on the financial statements.

4. We (I) have no plans or intentions that may materially affect the carrying value or classification
of assets and liabilities.

8/95
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Client Representation Letter
(Continued)
5. The following have been properly recorded or disclosed in the financial statements:
a. Related-party transactions and related amounts receivable or payable, including sales,
purchases, loans, transfers, leasing arrangements, and guarantees.

b. Capital stock repurchase options or agreements or capital stock reserved for options,
warrants, conversions, or other requirements.
c. Arrangements with financial institutions involving compensating balances or other
arrangements involving restrictions on cash balances and line of credit or similar
arrangements.

d. Agreements to repurchase assets previously sold.

e.

Security agreements under the Uniform Commercial Code.

f.

Contractual obligations for purchases of assets.

g. Liens, encumbrances, or subordination of assets pledged as collateral in any way.
h. Subordination of any liabilities.

i.

All lease or rental obligations under long-term leases.

6. There are no—

a. Violations or possible violations of laws or regulations whose effects should be considered
for disclosure in the financial statements or as a basis for recording a loss contingency.
b. Other material liabilities or gain or loss contingencies that are required to be accrued or
disclosed by Statement of Financial Accounting Standards No. 5, Accounting for Contin
gencies.
7. There are no unasserted claims or assessments that our lawyer has advised us are probable of
assertion and must be disclosed in accordance with SFAS No. 5.

8. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.
9. Provision, when material, has been made to—

a.

Reduce excess or obsolete inventories to their estimated net realizable value.

b. Reduce all investments for permanent declines in value.
12.300
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Client Representation Letter
(Continued)
10. The Company has satisfactory title to owned assets, and there are no such liens or encumbrances
on assets nor has any asset been pledged.
11. Provision has been made for any material loss to be sustained in the fulfillment of, or from
inability to fulfill, any sales commitments.

12. Provision has been made for any material loss to be sustained as a result of purchase
commitments for inventory quantities in excess of normal requirements or at prices in excess of
the prevailing market prices.
13. We (I) have complied with all aspects of contractual agreements that would have a material effect
on the financial statements in the event of noncompliance.

14. No events have occurred subsequent to the balance sheet date that would require adjustment to,
or disclosure in, the financial statements.

Very truly yours,

[Chief Financial Officer]

Notes to User:

The auditor should also consider obtaining representations regarding the following:
•

Events or changes in circumstances that result in impairment of long-lived assets, certain identifiable
intangibles, and related goodwill.

•

Significant risks and uncertainties.
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CHAPTER 13

ENGAGEMENT PERFORMANCE REVIEW
13.000 INTRODUCTION
13.001 An often underestimated aspect of an audit engagement is supervision of engagement personnel
and review of the audit working papers, financial statements, and reports. Included in this chapter are
discussions and practice aids that serve as guidance for and documentation of the various supervision and
review requirements in a typical audit engagement:

•

Review of the tax accrual and provision review and the preparation of the tax return by the tax
specialist (referred to as the "tax partner") assigned to the engagement.

•

Review of events that have occurred subsequent to the balance-sheet date for any matters that
could require adjustment to or disclosure in the financial statements.

•

Review of the engagement working papers by the in-charge and engagement partner to ensure that
the work performed complies with professional standards, including the quality control standards.

•

Obtaining a technical review by someone not associated with the engagement on matters that
require such review under the firm's quality control policies and procedures.

•

Controlling the preparation of the financial statements, the signing of the auditor's report, and the
release of the financial statements to the client.

13.100 AUTHORITATIVE PRONOUNCEMENTS

13.101 One of the nine elements of a system of quality control for CPA firms outlined in the AICPA's
Statement on Quality Control Standards (SQCS) No. 1, System of Quality Control for a CPA Firm,
effective supervision, is an essential element of quality, efficient engagements. SQCS No. 1 requires
members of the AICPA to establish policies and procedures for the conduct and supervision of work at all
organizational levels to provide the firm with reasonable assurance that work performed meets reasonable
standards of quality.
13.102 AICPA Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AU 311).
states:

The work performed by each assistant should be reviewed to determine whether it was adequately
performed and to evaluate whether the results are consistent with the conclusions to be presented
in the auditor's report.
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13.103 These Checklists in this Chapter have been designed to facilitate compliance with these standards
for small business audits.

13.200 TAX ACCRUAL/PROVISION REVIEW
13.201 The Tax Accrual/Provision Review Checklist (section 13.204) should be completed by the tax
partner and approved by the engagement partner after all adjustments have been completed and all notes
to the financial statements have been drafted. The Checklist documents the review of the propriety of the
client's income tax liabilities and assets, and related expense (or benefit), and financial statement
disclosures.
13.202 The tax partner should ascertain, based on his or her review of the applicable working papers and
notes to the financial statements, that the tax provision and accruals are reasonable and adequate. This
process includes reviewing differences between financial and income tax reporting to determine that the
distinction between, and computation of, current and deferred taxes is appropriate. Any problems should
be discussed with the engagement partner. The tax partner should initial and date each step as it is
completed, sign and date the Checklist in the space provided, and submit the completed Tax
Accrual/Provision Review Checklist to the engagement partner.
13.203 The engagement partner's signature on the Checklist indicates that he or she is satisfied that the
review has been properly performed.

13.103
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13.204

Tax Accrual/Provision Review Checklist
Client: _

________________________________________

Financial Statement Date: ____ _______________

3^

_____________

INSTRUCTIONS:
This checklist documents the tax partner's and engagement partner's review of the income tax provision
and accruals, and the related financial statement disclosures. The Checklist should be completed by the
tax partner and reviewed by the engagement partner.

Done By

Date

1. Review current file working trial balances, possible journal entries,
adjusting journal entries, eliminating journal entries, memoranda,
post-balance sheet review sections, legal letters, minutes, etc.

2. Review current file assets schedules—such as allowance for doubtful
accounts, inventory (including all LIFO calculations, if applicable),
prepaid items, deferred charges, plant and equipment (depreciation
methods, recapture, etc.).

3. Review current file liabilities and equity schedules—such as notes payable
to officers or shareholders, accrued liabilities, deferred credits, capital
stock, retained earnings, capital in excess of par values, etc.
4. Review operations files—such as revenues, costs of sales, general and
administrative expenses, selling expenses, and other income and expense.

5. Review and initial the following working papers: All tax provision/
accrual working papers, tax memoranda, LIFO calculations (if
applicable), other (please list).

6. Review tax-related notes to financial statements and other tax-related
financial statement disclosures—such as LIFO disclosures.

8/95
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TAX ACCRUAL/PROVISION REVIEW CHECKLIST
(Continued)

Done By

Date

7. Review firm's tax return preparation checklist.

8. In my opinion, the tax provision and accruals set forth in the working
paper schedules, the financial statements, and the related disclosures are
reasonable and adequate.

13.204

Tax Partner's Signature:

Date:

Engagement Partner's Signature:

Date:
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13.300 SUBSEQUENT EVENTS
13.301 Completing the audit includes performing certain procedures to identify whether any events have
occurred since the balance-sheet date that would require adjustment to or disclosure in the financial
statements. SAS No. 1, Section 560, Subsequent Events (AU 560.12), states:
... the independent auditor should perform other auditing procedures with respect to the period
after the balance-sheet date for the purpose of ascertaining the occurrence of subsequent events that
may require adjustment or disclosure essential to a fair presentation of the financial statements. .
. . These procedures should be performed at or near the completion of the field work.

13.302 Procedures the auditor should perform to identify and evaluate subsequent events include:
• Read the latest available interim financial statements, compare them with the financial
statements being reported on, and make any other comparisons considered necessary. The
auditor should determine whether the interim statements have been prepared on the same basis
as that used for the audited financial statements.
• Inquire of and discuss with management and owners having responsibility for financial and
accounting matters as to:

— The existence of any substantial contingent liabilities or commitments at the balance-sheet
date or at the date of inquiry.
— Any significant changes in long-term debt or working capital that have occurred up to the
date of inquiry.
— The current status of items that were accounted for on the basis of tentative, preliminary,
or inconclusive data.

— Any unusual adjustments made during the period from the balance-sheet date to the date
of inquiry.

• Read the available minutes of meetings of shareholders, directors, and committees.
• Inquire of the client's legal counsel concerning litigation, claims, and assessments.
• Obtain a representation letter from the client that includes a statement about whether any events
have occurred subsequent to the balance-sheet date that, in the client's opinion, would require
adjustment to or disclosure in the financial statements.
• Make any other inquiries or perform other procedures considered necessary.
13.303 To document performance of these procedures, the Subsequent Events Review Program is included
in section 13.304.
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Subsequent Events Review Program
Client:
Financial Statement Date:

INSTRUCTIONS:

This program has been developed for use on all audit engagements. It is not a substitute for professional
judgment.

Each step should be initialed and dated by the engagement personnel who performed the work. References
to supporting workpapers should be placed in the "W/P Ref." column. Also, "N/A" should be placed in
the "W/P Ref." column for any steps that are not applicable.

Procedure

Done By

A.

If available, review financial statements and schedules or
general ledger and source journals for the period subsequent
to the balance-sheet date to^V/^ (last day of field work).

B.

Refer to latest reconciliations of major bank accounts and
inquire into any unusual items.

C.

Refer to latest aging of accounts receivable and compare
with aging totals at the balance-sheet date. Inquire into
material or troublesome accounts.

D.

Discuss with management and investigate the following
matters for the period from the balance-sheet date to
(last day of field work). (Names of management should be
recorded in working papers.)

8/95

1.

Company's operations.

2.

Sales and profit trends of the company as compared to
budget and trends in the industry.

3.

Subsequent bookings or cancellations of sales orders.

Date

W/P
Ref.

13.304
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SUBSEQUENT EVENTS REVIEW PROGRAM
(Continued)

Procedure
4.

Status of items accounted for at the balance-sheet date
based on tentative data.

5.

Commitments or plans for major purchases of capital
additions or material and consideration of possible
losses due to price trends.

6.

Federal state and local taxes, changes in law, agents'
reports, deficiency assessments, etc.

7.

Dividends declared or paid.

8.

Litigation, claims, and assessments.

9.

Liabilities in dispute or being contested, such as cus
tomers' claims, creditors' invoices or claims, war
ranties, guarantees, state and local tax assessments.

Done By

Date

W/P
Ref.

10. Losses of important customers, exceptional bad debt
losses, or pledging of receivables.

11. Changes in accounting and financial policies.
12. New pension plans.

13. Issuance of capital stock, new borrowings or other
financing including any related dividend restrictions or
other important covenants.

14. Potential losses on marketable securities, carrying
amounts of equity investments, receivables, inventory
or other assets not already considered.
15. Regulatory commissions or governmental body require
ments or laws that could adversely affect the organi
zation.
16. Purchase or sale of major plant and equipment;
destructions or abandonments of plant, etc.

13.304
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SUBSEQUENT EVENTS REVIEW PROGRAM
(Continued)

Procedure

Done By

Date

W/P
Ref.

17. Status and impact of wage negotiations in progress.
18. Effect of changes in management, development of
substitute programs, etc.

E.

19. Related-party transactions.

___________

Read and evaluate the lawyers' responses to the letters of
inquiry. (Letters should be requested from legal counsel so
that replies will cover the status of litigation, etc., to a date
as close as possible to the date of the auditor's report.)

___________

F.

Read and excerpt the available minutes of meetings of the
board of directors and committees of the board. Inquire as
to matters discussed at meetings for which minutes are not
available and obtain a letter from management confirming
the subject matters discussed and any decisions reached.

G.

Consider adjustment of year-end financial statements or
disclosure of any items resulting from the above procedures.

H.

Consider the possible effects on financial statements and
disclosures of any matters causing substantial doubt about the
entity's ability to continue as a going concern for a
reasonable period of time.

I.

___________

3^'

__

Additional procedures:

Date:

Prepared by:

Reviewed by:

8/95
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13.400 ENGAGEMENT PERFORMANCE REVIEW
13.401 Effective supervision, one of the nine elements of a system of quality control for CPA firms
outlined in the SQCS No. 1, is an essential element of quality, efficient engagements. This Statement
requires firms to establish policies and procedures for conducting and supervising work at all organizational
levels in order to provide reasonable assurance that the work performed meets professional standards. The
sample quality control policies and procedures found in QC 90.16 provide the following three basic
objectives for designing a quality control system for supervision:

• Provide procedures for planning engagements.

• Provide procedures for maintaining the firm's standards of quality for the work performed.
• Provide procedures for reviewing engagement working papers and reports.
Each firm should design quality control policies and procedures for supervision and review that fit its
unique organizational and operating characteristics.

13.402 Proper supervision should include, among other things, the following:
• Helping assistants design procedures to resolve engagement problems early.
• Making sure assistants thoroughly understand the objectives and procedures of an assignment
before beginning.
• Helping assistants to prioritize, organize, and control the approach to assigned work areas.
• Periodically checking on the assistant's progress.
• Keeping assistants informed of other engagement matters affecting the assigned work area.
• Rotating work assignments and offering assistants opportunities to work in new areas.
• Motivating assistants to maximum performance levels.
• Supervising paraprofessionals and temporary help.

• Appraising staff performance.

Review of Working Papers
13.403 The firm's quality control system for supervision should address procedures for reviewing working
papers, including who performs these reviews, and how the reviews are documented. In most firms the
in-charge performs a detailed review of the work of all assistants to determine that sufficient evidence has
been gathered to accomplish the engagement objectives and that the engagement procedures and
documentation are in accordance with the firm's quality control policies and procedures. The engagement
in-charge generally reviews all of the working papers, and documents this review by initialing and dating
each working paper.
13.404 The engagement partner is responsible for reviewing work performed by the in-charge and the
results of the in-charge's review of assistants' working papers. The objectives of his or her review are to
determine that sufficient evidence has been gathered to accomplish engagement objectives and that the

13.401
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engagement procedures and documentation are in accordance with the firm's quality control standards.
The engagement partner generally reviews all of the working papers, and documents this review by
initialing and dating each working paper.
13.405 The engagement partner's review should determine that all firm quality control standards have
been met. Depending on the complexity of the engagement, and the experience of staff, the partner may
review all engagement working papers, or may choose to review only the working papers supporting
material or unusual audit areas. Working paper reviews by the partner may be documented by initials on
the applicable lines of the working trial balance or lead sheets, or on the individual working papers.
Checklists reviewed should be signed in the space provided for the partner.

13.406 The In-charge Review. The in-charge's detailed review of assistant's work should be performed
as frequently as possible, as each audit area is completed. Immediate feedback is often difficult to give
under the time constraints of an audit, but is essential to providing effective on-the-job training. The incharge's review procedures should include at least the following:

• Review applicable section of last year's working papers.
• Review the applicable section of the work program.
• Compare current and prior period trial balance accounts related to the work area and note
variations.
• Briefly review the content of the working papers.
• Read the conclusions.
• Review the working papers in detail for:
— Mathematical accuracy.
— Accomplishment of the purposes of the documentation, i.e., engagement objectives.
— Proper performance of procedures.
— Reasonableness of judgments.

— Identification and follow-up of exceptions.
— Resolution of problems and questions.

— Projection of sample results to the population.
• Determine that all work program procedures have been completed correctly.
13.407 The Engagement Manager Review. Some firms use an engagement manager to review the work
of engagement personnel as frequently as practical. Acceptable reasons for reviewing the engagement only
after its final completion are rare. The engagement manager review should be conducted in the field
whenever possible. Field reviews allow problem resolution while staff is working on the engagement
prevent typical office interruption, enable the engagement manager to schedule review time, and allow the
engagement manager to be seen by client personnel.
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13.408 The Engagement Partner Review. The engagement partner's review may be conducted in
greater or lesser detail depending on the complexity and size of the engagement and on the experience of
engagement personnel. The engagement partner's review also should be conducted in the field whenever
possible. Except for periodic discussions with engagement personnel, the engagement partner's review
ordinarily will occur during the final stages of the engagement.
13.409 Completion of the Engagement Performance Review Checklist included in section 13.411
documents that the in-charge and engagement partner are satisfied that engagement personnel have been
properly supervised and the work performed has been properly reviewed.

13.410 Part I of the Checklist should be completed by the in-charge at the completion of the engagement.
Part II should be completed by the engagement partner.

13.408
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13.411

Engagement Performance Review Checklist
Client:____
Financial Statement Date: ___

__________________________

INSTRUCTIONS:

This checklist documents the in-charge and engagement partner review responsibilities, as required by the
firm's quality control policies and procedures.

Part I of the checklist should be completed by the in-charge at the completion of the engagement. Part II
should be completed by the engagement partner.

Part I

Yes

No

See
Additional
Comments

Administrative Considerations
1. Have all required engagement programs, forms, and checklists
been completed, signed, and dated?
__

2. Have all working papers been reviewed for—
a. Initials and dates of preparation and review?

__ —__

b. Proper format, that is, headings, tickmark explanations,
indexing, and cross-referencing?
___
c. Footing and testing of schedules prepared by the client?

d. Posting of adjustments and cross-referencing to the trial
balance?
__
e. Agreeing beginning balances to prior year's working
papers?
__ ___
3. Do financial statements agree with the trial balance?

8/95
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ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Yes

No

See
Additional
Comments

4. Has the Time Summary Form been completed, and significant
variances between budget and actual been explained?

5. Have the following letters been obtained and reviewed for
proper dating and propriety?
a. Client representation letter (dated as of the auditor's report
date)

b. Lawyers' letters (dated within two weeks of the auditor's
report date)
Other Considerations

1. Have you reviewed all work done by assistants and cleared all
review points?
2. Does the work performed accomplish the objectives of the
engagement?

3. Do the conclusions in the working papers support the type of
report issued?

4. Are you satisfied there are no material errors, irregularities,
or illegal acts?

5. Has the engagement been completed in accordance with firm
policy and authoritative standards?
6. Have all problems been adequately resolved?
7. If a situation has been encountered that impairs the firm's
independence, has a disclaimer of opinion been issued for
public companies, or a step down to a compilation with lack
of independence noted for nonpublic companies?
8. Were any transactions or events encountered that, according
to the firm’s policy, require consultation?

13.411
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ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Yes

No

See
Additional
Comments

• If yes, was consultation obtained and properly documented?

• If applicable, were the resolutions of differences of opinion
among engagement personnel documented?
9. Has the Subsequent Events Review Program been completed?

10. Have all communications been made as required by SAS Nos.
53, 54, and 60 for:
a. Internal control structure related matters?
b. Irregularities?

c. Illegal acts?

11. If the organization has an audit committee or other formally
designated group responsible for oversight of the financial
reporting process, have the other matters required by SAS No.
61 been communicated?
12. Additional comments:

Prepared by: .___

____________ Date: ____ _______________________
(In-charge)
__________ Date:

Reviewed by: .

__________

(Engagement Partner)
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ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Part II (To be completed by engagement partner)

1.

I have reviewed the engagement working papers, work programs, checklists, etc. to
the extent required by firm policy.

Initials

--------------

2.

I have reviewed the financial statements for appropriate form and conformity with
professional standards.
--------------

3.

I have reviewed the independent auditor's (accountant's) report for conformity with
professional standards, and have determined that the conclusions reached in the
working papers support our report.
-------------

4.

I authorize issuance of the financial statements and the report.

Prepared by:

_______________ Date:
(Engagement Partner)

13.411
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13.500 THE TECHNICAL REVIEW

13.501 As part of their quality control systems for the supervision element, many firms require
preissuance, technical reviews of reports and related financial statements, and often the engagement
working papers, by persons not involved with the engagement. Such reviews are performed to give the
firm assurance that the auditor's report, related financial statements, and the engagement working papers
comply with professional standards and the firm's quality control system.
13.502 As with all quality control policies and procedures, each firm should develop policies and
procedures for technical reviews that are appropriate for its practice. For example, many firms require
these technical reviews only for certain types of engagements, such as audits of clients who operate in highrisk industries, and special reporting situations, such as modified auditor's reports. The authors
recommend that firms carefully identify the situations in which an independent technical review is required
and identify the firm personnel who have the qualifications and authority to perform such reviews.

13.503 Included in section 13.504 is a Technical Review Checklist that can be used to document technical
reviews of reports, financial statements and, if necessary, the engagement working papers. Requirements
for completion of this Checklist should interface with each firm's quality control policies and procedures
for technical reviews.
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13.504

Technical Review Checklist
Client:

______________________________________

Financial Statement Date: .

Technical Reviewer:

_________________________
____

Date:

INSTRUCTIONS:
This Checklist should be completed by the technical reviewer on those engagements in which a technical
review is required by the firm's quality control policies and procedures.
Initials
1. Review the financial statements for appropriate form and content. Consider the
appropriateness of:
a. Titles.

____

b. Captions.
c. Classifications within captions.

d. Descriptions.
e. Reference to auditor's (accountant's) report and financial statement notes.

2.

Compare the Small Business Audit Reporting and Disclosure Checklist to the
notes to the financial statements. Consider whether the notes are complete and
worded appropriately.

3.

Review the financial statements for any obvious departures from GAAP or
OCBOA.

4.

Read the auditor's (accountant's) report for appropriateness and conformity with
professional standards.

5.

If applicable, review the engagement checklists:

a. To determine that they support the conclusions reached in the engagement.

b. For potential problems.

6.

8/95

Describe any problems noted and the way they were resolved.
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13.600 USING THE FINANCIAL STATEMENT CONTROL FORM
13.601 The Financial Statement Control Form is included in section 13.604. This Form should
accompany drafts of financial statements, notes, and reports for all engagement. Final disposition of the
Financial Statement Control Form is the responsibility of the engagement partner. In completing the
Financial Statement Control Form, the engagement partner has the responsibility for:

• Making sure all processing levels are completed and signed.
• Completing the report release questions.
• Releasing the report.

13.602 Uneven work loads, engagement completion delays and other problems will occasionally cause
report processing schedules to be altered. The in-charge has primary responsibility for controlling the
processing function and should communicate with the engagement partner whenever unexpected delays
occur. The engagement partner should communicate with the client to apprise them of any processing
difficulties. If client deadlines cannot be altered, the engagement partner should request the firm or office
managing partner to allow prioritizing of the report's processing.
Signing the Report

13.603 As indicated in the Financial Statement Control Form, the engagement partner is the primary
authorized signer of an engagement report. Signing responsibilities can be delegated to other partners, but
in no event should a staff person sign the firm name to an engagement report.

13.601
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13.604

Financial Statement Control Form
Client:
Financial Statement Date:

INSTRUCTIONS:

This form should be prepared by the in-charge to accompany the draft of the financial statements and
report. Each step should be initialed and dated as it is completed, or checked "N/A." Step 8 must be
initialed and dated by the engagement partner in order to release the financial statements and report.
SERVICE PERFORMED:
AUDIT

REVIEW

COMPILATION
□

□

OTHER (describe): _____________________________
PERFORMED BY
Initials
Date

N/A

1. Submit financial statements and report to typing.

2. Proofread the financial statements and report.

3. Resubmit the financial statements and report for
correction.
4. Submit to technical reviewer, if applicable.

5. Resubmit the financial statements and report for
corrections.
6. Foot and crossfoot all pages.

7. Submit to engagement partner for final review.
8. Release the financial statements and report.

Number of Copies:
Bound:

Unbound:

Other:_________________________________________________________________ _______ _
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CHAPTER 14

SMALL BUSINESS AUDIT REPORTING AND DISCLOSURE CHECKLIST
14.000 PURPOSE
14.001 The Small Business Audit Reporting and Disclosure Checklist (section 14.300) is designed to
provide engagement personnel with an easy-to-use quality control document that contains reporting and
financial statement disclosure guidance for most small business audit engagements. The Checklist is sup
ported by references to, and abstracts from, applicable authoritative pronouncements. The Checklist and
Abstracts From Authoritative Pronouncements (section 14.216) cover primary financial statement disclos
ures required by generally accepted accounting principles (GAAP) and generally accepted auditing
standards (GAAS). The checklist has been developed especially for use in audits of small business entities.
Therefore, it includes only (1) the disclosures typically required in financial statements of small businesses
and (2) the reporting situations typically encountered in audits of small businesses. Accordingly, users
should carefully consider the need to modify these checklists for any additional disclosure requirements
and/or reporting situations encountered during the engagement.

14.100 AUTHORITATIVE PRONOUNCEMENTS
14.101 The reporting and disclosure requirements included in the Checklist and Abstracts are referenced
to the original authoritative pronouncements, and/or their codifications in the AICPA Professional
Standards and the Financial Accounting Standards Board (FASB) Accounting Standards — Current Text.

14.200 USING THE SMALL BUSINESS AUDIT REPORTING AND DISCLOSURE CHECKLIST
14.201 The Checklist should be used to complete the preparation of the financial statements and the
auditor's report. The reporting and disclosure references in the Checklist and Abstracts should be
supported by research in the authoritative pronouncements and codifications mentioned above, and in other
authoritative literature.
14.202 The Checklist should be completed by the in-charge and reviewed by the engagement partner for
all audit engagements. As stated above, this checklist is a list of primary financial statement accounting
and reporting disclosures required by GAAP and GAAS. The authors have considered all disclosures
required by GAAP and GAAS, but have included only the disclosures that address the requirements for
most small business commercial enterprises. Thus, this Checklist does not include all disclosures required
by GAAP and GAAS.1

1 The AICPA Checklists and Illustrative Financial Statements for Corporations contains many additional
disclosures required for larger and more complex entities.
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14.203 Each firm should develop a consistent style of financial statement presentation. However, the
circumstances of engagements vary widely, and no single financial statement format can cover all situations
likely to be encountered in practice, particularly when the client is engaged in a specialized industry.
Sources that should be considered include the firm's own report files, illustrations in authoritative
pronouncements, publications such as AICPA Audit and Accounting Guides, Accounting Trends and
Techniques, library collections of published financial reports, and the AICPA National Automated
Accounting Research System (NAARS).

14.204 Users of the checklist should be aware of the following:
• The checklists are "tools" and in no way represent official positions or pronouncements of the
AICPA, FASB, or any other authoritative body.
• The checklists have been updated through SAS No. 74, FASB Statement of Financial Ac
counting Standards No. 122, FASB Interpretation No. 41, FASB Technical Bulletin No. 94-1,
AICPA Statement of Position 95-2, and EITF consensuses adopted up to and including the May
19, 1995 Emerging Issues Task Force meeting. The checklists should be modified, as
appropriate, for subsequent pronouncements. In determining the applicability of a pronounce
ment, its effective date should also be considered.
• The checklists should be used by or under the supervision of persons having adequate technical
training and proficiency in the application of GAAP and GAAS.

• The checklists do not represent minimum requirements and do not purport to be all inclusive.
The checklists were developed for use in respect of the financial statements of general "for
profit" companies and probably will require extensive modification if applied to the financial
statements of "not-for-profit" organizations and companies in specialized industries.
Balance Sheet
14.205 The companies surveyed in Accounting Trends and Techniques generally use the title "balance
sheet" for their statements of assets, liabilities, and stockholders' equity. Other titles used by those
companies are "statement of financial position" and "statement of financial condition."
14.206 There are two basic ways that balance sheets are arranged:
a. Account Form—Assets are listed on the left-hand side and totaled to equal the sum of
liabilities and stockholder's equity on the right-hand side.
b. Report Form—Assets are listed at the top of the page followed by liabilities and stockholder's
equity. Sometimes total liabilities are deducted from total assets to equal stockholder's equity.

Statement of Income

14.207 The companies surveyed for Accounting Trends and Techniques generally use the term "income"
in the title of their presentations of the results of operations. Other terms used by those companies are
"earnings" and "operations" (for the statements that show a net loss).

14.203
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14.208 The income statement is usually presented in one of the following formats:
a.

Single-Step Format—The single-step format groups the components of net income into two
categories: (1) revenues and gains and (2) expenses and losses. The difference between the
two subtotals is net income or loss for the period.

b.

Multiple-Step Format—The multiple-step format shows various intermediate components of
net income. Generally, operating results are presented separately from nonoperating results
(for instance, costs and expenses are deducted from sales followed by nonoperating revenues,
gains, expenses, and losses, and are grouped by type or function). Intermediate components
of net income that are frequently presented in multiple-step statements are gross profit, income
from operations, and other income and expenses.

Statement of Retained Earnings or Stockholders' Equity
14.209 Although separate statements of retained earnings or statements of stockholders' equity are
common presentations for public companies, their use by nonpublic companies is much less frequent. The
required disclosure can often be made without presenting separate statements. This is a direct consequence
of the generally much simpler capital structure of nonpublic entities and the fact that their securities are
not frequently transferred.
14.210 In most cases the only change in stockholders' equity of a nonpublic company is the change in
retained earnings resulting from net income (or loss). This change can, generally, be adequately disclosed
by expansion of the statement of income (to a statement of income and retained earnings) or in the balance
sheet.
14.211 When nonpublic companies do experience changes in other components of stockholders' equity
(such as issuance of stock, purchase of treasury stock, and stock splits), disclosure is generally made in the
notes or in a separate statement of changes in stockholder's equity.
Statement of Cash Flows

14.212 A statement of cash flows is required as a part of a full set of financial statements for all business
enterprises. The primary purpose of a statement of cash flows is to provide relevant information about the
cash receipts and cash payments of an entity during a period.
14.213 A statement of cash flows classifies cash receipts and payments according to whether they stem
from operating, investing, or financing activities. Entities can report cash flows from operating activities
directly by showing major classes of operating cash receipts and payments (the direct method).
14.214 Entities that choose not to show operating cash receipts and payments are required to report the
same amount of net cash flow from operating activities indirectly by adjusting net income to reconcile it
to net cash flow from operating activities (the indirect or reconciliation method). If the direct method is
used, a reconciliation of net income and net cash flow from operating activities is required to be provided
in a separate schedule.
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Notes to Financial Statements

14.215 Authoritative pronouncements mandate many types of disclosures but often do not mandate the
manner of presentation. Some disclosures are best presented in separate notes rather than in the basic
financial statements. Descriptions of accounting policies and notes to financial statements are recognized
in SAS No. 29, Reporting on Information Accompanying the Basic Financial Statements in AuditorSubmitted Documents (AU 551.02), as components of the "basic financial statements" necessary for a fair
presentation in accordance with GAAP. Thus, notes are an integral part of financial statements. They
should be used to present material disclosures required by GAAP that are not presented on the face of the
statements.

Abstracts From Authoritative Pronouncements
14.216 These abstracts are furnished to facilitate completion of the Small Business Audit Reporting and
Disclosure Checklist. Many of the abstracts were obtained from referenced paragraphs of AICPA
Professional Standards or FASB Accounting Standards—Current Text and/or their respective codifications.
These abstracts are intended as starting point references only. They should be supported by additional
research in the appropriate authoritative literature.
14.217 Specific paragraph references to the authoritative pronouncements and codifications have been
included as follows:

AC
APB
ARB
AU
FASBI
FASCON
SAS
SFAS
SOP
TB

=
=
=
=
=
=
=
=
=
=

Section in FASB Accounting Standards—Current Text
AICPA Accounting Principles Board Opinion
AICPA Accounting Research Bulletin
Section in AICPA Professional Standards
FASB Interpretation
FASB Statement of Financial Accounting Concepts
AICPA Statement on Auditing Standards
FASB Statement of Financial Accounting Standards
AICPA Statement of Position
FASB Technical Bulletin

Financial Statement Disclosures
A. Format
1.

The exact legal name of the entity should be used in the financial statements. If the entity is a
partnership or proprietorship these terms should be included wherever references are made to the
entity's name.

2. The table of contents should be organized to separate the auditors’ report, the basic financial
statements, and any supplementary information.
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3. The format of the financial statements should follow the firm's standard format, including
consideration of special industry requirements. Deviations from a standard format should be
approved by the engagement partner.
4. The financial statements should normally be in comparative format for the most meaningful
presentation. Notes to comparative financial statements should reflect disclosures applicable to
all periods presented. (AC F43)

5. Notes should be referenced from the balance sheet and income statement whenever possible. Note
references should be placed on the statement of cash flows only to emphasize a special matter, or
for referencing to the required noncash investing or financing activities information. Because Note
1 ordinarily contains disclosures of significant accounting policies that are relatively uniform from
year to year, and that may affect numerous financial statement items, the contents of the note
ordinarily are not referenced on the face of the financial statements.

6. All financial statements should contain a clear reference to the notes.
7. All significant accounting policies should be disclosed either in Note 1 or in a summary preceding
the notes. These policies are normally recurring from year to year. Monetary disclosures
pertaining to accounting policies will normally be presented in other notes to the financial
statements. (AC A10)
8. Financial statements should include disclosures of material related-party transactions (other than
compensation arrangements, expense allowances, and similar items arising from the ordinary
course of business). Disclosures should include the nature of the relationship, a summary
description of the transactions, the total dollar volume of the transactions, and the amounts due to
or from related parties along with the terms and method of settlement. (AU 334, AC R36)

9. Generally, nonmonetary transactions should be recorded at the fair values of the assets or services
involved. Voluntary or involuntary conversion to a monetary asset will result in recognition of
a gain or loss. The nature of the transactions, the basis of accounting for the assets transferred,
and gains or losses recognized on transfers should be disclosed in the financial statements. (AC
N35)

10. A development stage enterprise is one for which planned principal operations have not begun, or
one for which operations have begun but which have produced no significant revenue.
Development-stage enterprises must disclose certain additional information such as deficits
accumulated during the development stage, cumulative amounts of revenues and expenses since
the enterprise's inception, cumulative changes in financial position since inception, and a detailed
statement of stockholders' equity for all periods since inception. The financial statements or notes
should describe the developmental nature of the company and the activities in which it is involved.
(AC De4)

8/95

14.217

14-8

SMALL BUSINESS AUDIT MANUAL

11. Presentation of interim financial statements requires certain special accounting and reporting
considerations. Among them, each interim period should be viewed as an integral part of an
annual period. The accounting principles and practices will normally be the same as for the latest
annual financial statements. Some of the principles and practices, however, will require
modification to better relate the interim results to the annual results. (AC I73)
12. Leases in the financial statements of a lessee or lessor should generally be capitalized if (1)
ownership is transferred at the end of the leases, (2) the lease contains a bargain purchase option,
(3) the lease term is equal to or greater than 75 percent of the estimated economic life of the
property, or (4) the present value of rental and other minimum lease payments equals or exceeds
90 percent of the fair value of the leased property, less any investment tax credit retained by the
lessor. (AC L10)

13. Certain AICPA Statements of Position and Audit and Accounting Guides contain specialized
accounting and reporting principles and practices. These Statements and Guides should be
followed in the specialized industries and circumstances and may require an entity to adopt a
change in an accounting principle. (AC A06.112, AU 411)
14. Two types of subsequent events require consideration by management and evaluation by the
independent auditor. The first type consists of those events that provide additional evidence with
respect to conditions that existed at the date of the balance sheet and affect estimates inherent in
the process of preparing financial statements. The financial statements should be adjusted for any
changes in estimates resulting from the use of such evidence.

The second type consists of those events that provide evidence with respect to conditions that did
not exist at the balance-sheet date but that arose subsequently. These events should not result in
adjustment, but may require disclosure in the financial statements or notes. (AU 560)
15. There are two methods of accounting for business combinations. A business combination that
meets certain specified criteria is accounted for as a pooling of interests. Any other business
combination is accounted for as a purchase. The pooling of interests method treats the combining
entities as if they had always been combined. The purchase method treats the combination as if
one entity had acquired the other. (AC B50)
B. Accounting Changes (AC A06, A35; AU 420)

Accounting changes include a change in an accounting principle, in the reporting entity, or in an
accounting estimate. The correction of an error in a previously issued financial statement (such as a
change from an unacceptable principle to an acceptable one), and a change in the classification of a
financial statement item, are not considered accounting changes. With few exceptions, the cumulative
effects of changes in accounting principles are ordinarily included in net earnings of the period in
which the change occurred. A few specified changes in accounting principles, and changes in the
reporting entity, require restatement of the financial statements for all periods presented. The effects
of a change in an accounting estimate are reported in the current and future periods affected by the
change.
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Changes in accounting principles or practices, and methods of applying them, require recognition in
an explanatory paragraph in the auditors' report. Correction of errors in the application of principles
also requires consistency disclosure in the auditor's report. Explanatory paragraph disclosure is also
required for a change in principle that is inseparable from a change in estimate. Material changes in
classification and conforming reclassifications of prior-period financial statements should be disclosed,
but need not be referred to in the auditor's report.
A change to an alternative acceptable accounting principle must be justified on the basis that it is
preferable. Preferable judgments should be based upon improvements in financial reporting. Changes
to conform with certain AICPA Statements of Position and Audit and Accounting Guides are con
sidered changes to preferable accounting principles.

1.

Reporting on Changes in Principles
The nature of, and justification for, a change in an accounting principle and its cumulative effect
on earnings should be disclosed in the financial statements of the period in which the change is
made. For all changes in accounting principles, except those requiring restatement, the following
disclosures should be made:

•

Financial statements for prior periods should be presented as previously reported.

• The cumulative effect of changing to a new accounting principle on retained earnings, at the
beginning of the period in which the change is made, should be included in net earnings of the
period of change.
• The effects of adopting the new accounting principle on earnings before extraordinary items,
on net earnings, and on any related per share amounts, if applicable, in the period of change
should be disclosed.

• Earnings before extraordinary items and net earnings computed on a pro forma basis should
be shown in a note to the financial statements for all periods presented as if the newly adopted
accounting principle had been applied during all periods affected. (AC A06.113—.118)

2. Reporting on Restatements

The specific changes in accounting principles that are required to be reported as a restatement of
prior period financial statements are—
•

A change from the last in, first out (LIFO) method of inventory.

•

A change in the method of accounting for long-term construction contracts.

•

A change to or from the full-cost method of accounting in extractive industries.

•

A change from retirement-replacement-betterment accounting to depreciation accounting.

Changes in reporting entities, corrections of errors in previously issued financial statements, and
changes in policies for determining cash equivalents will normally require restatement. Changes
in reporting entities affect the consistency reporting standard and require recognition in the
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auditors' report. Restatement for changes in accounting estimates is prohibited. Error corrections
require note disclosure of the restatement effect on earnings before extraordinary items, net
earnings, and related per share amounts, if applicable. The pro forma effects of retroactive
application of other changes should be shown on the face of the earnings statement for earnings
before extraordinary items and net earnings. Earnings per share amounts should also be shown,
if applicable. (AC A06; A35.103-.107, .109-.115; C25.108; 173.131-.145; AU 420.08-.11, .13)
C. Cash

1.

Cash subject to withdrawal or usage restrictions should be shown as a separate line item or
described in the notes to financial statements. Restricted cash should be classified as a current or
noncurrent asset according to the nature of the asset or liability for which it is restricted.

2. Bank overdrafts should be included in current liabilities. However, overdrafts may be combined
with positive balances if a legal right of setoff exists. Checks written and not mailed at year end
should be reclassified and presented as accounts payable. (AC B10.101-.101B)
3. Cash equivalents are short-term, highly liquid investments that are both readily convertible to
known amounts of cash and so near their maturity that they present insignificant risk of changes
in value because of changes in interest rates. If these investments have maturities of three months
or less, they may be combined under "cash and cash equivalents." (AC C25)

D. Investments in Debt and Marketable Equity Securities (Also see Section O. Financial Instruments)
1.

Marketable securities include all securities that are listed on a recognized stock exchange or that
have a ready market.

2. Debt securities that the entity has the intent and ability to hold to maturity should be classified as
held-to-maturity securities and reported at amortized cost.
3. Debt and marketable equity securities that are bought and held principally for near-term sale
should be classified as trading securities and reported at fair value, with unrealized gains and
losses included in earnings.

4. Debt and marketable equity securities not classified as either held-to-maturity securities or trading
securities should be classified as available-for-sale securities and reported at fair value, with
unrealized gains and losses excluded from earnings and reported in a separate component of
shareholders' equity.

5. Transfers between investment categories are accounted for at fair value. The treatment of any
unrealized holding gain or loss depends on the categories between which the investments are
transferred.
6. For each balance sheet presented, the following should be disclosed separately (by major security
type) for available-for-sale securities and for held-to-maturity securities:

a. Aggregate fair value,
14.217
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b. Gross unrealized holding gains, and
c. Amortized cost basis.
7. For investments in debt securities classified as available-for-sale or held-to-maturity, separate
disclosure should be made about their contractual maturities as of the latest balance-sheet date
presented.
8. For each period an earnings statement is presented, the following disclosures should be made:

a. The proceeds from sales of available-for-sale securities and the gross realized gains and losses
from those sales,

b. The basis on which cost was determined in computing realized gain or loss, that is, specific
identification, average cost, or other method used,

c. The gross gains and losses included in earnings from transfers of securities from the availablefor-sale category to the trading category,
d. The change in net unrealized holding gain or loss on available-for-sale securities that has been
included in the separate component of shareholders' equity during the period,
e. The change in net unrealized holding gain or loss on trading securities that has been included
in earnings during the period, and
f.

For any sales of or transfers from held-to-maturity securities, 1) the amortized cost amount of
the sold or transferred security, 2) the related realized or unrealized gain or loss, and 3) the
circumstances leading to the decision to sell or transfer the security. (AC I80)

E. Accounts and Notes Receivable

1.

Trade notes and accounts receivable should be presented separately from other receivables
categories. Receivables from officers, directors, stockholders, affiliated companies, and
employees should be shown separately on the face of the balance sheet with disclosure of any
necessary allowance for uncollectible accounts. (AC R36.105)

2. Allowances for uncollectible accounts should be deducted from receivables and disclosed
parenthetically on the balance sheet. (AC V18.102)

3. Unearned discounts, interest, or finance charges should be deducted from the related receivable.
(AC I69.109)
4. Receivables discounted, factored, or sold with or without recourse should be disclosed in the notes
to the financial statements. Financial statement disclosures should include a description and the
aggregate amount of notes sold during the period, any amounts that are retained by factors for
uncollectible accounts, retained amounts included in earnings, the unpaid balance of the notes, and
the balance of the amounts retained by factors at the balance-sheet date.
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5. For receivables transferred with recourse reported as sales, the transferor’s financial statements
should disclose the proceeds to the transferor for each period an income statement is presented,
and the balance of the receivables transferred that remain uncollected at the date of each balance
sheet presented. (AC R20)
F. Inventories

1.

Inventories held for sale in the ordinary course of the business, in the process of production, or
available for use in the production of products or services should normally be classified as finished
goods, work in process, or raw materials in the financial statements or notes. (AC I78)

2. The costing method and the method of determining the overall carrying amount, for example,
"lower of cost (first-in, first-out method) or market," should be disclosed in the financial
statements or notes. (AC I78.120)

3. Full absorption costing, that is, allocating manufacturing expenses to inventories, is the acceptable
method of accounting for inventories. Direct costing, that is, treating manufacturing expenses as
period costs, is not acceptable. Selling and non-manufacturing administrative expenses are current
period charges, not inventory costs. (AC I78.106)
4. If substantial and unusual losses result from the application of the lower of cost or market rule,
the amount of the loss should be disclosed separately in the income statement. (AC I78.117)

G. Prepaid Expenses
Prepaid expenses should represent charges that produce benefit in the next operating cycle and should
be charged against the revenues of that cycle. Any amounts not applicable to the next cycle should be
classified as noncurrent assets. (AC B05.105, .107)

H. Fixed Assets
1.

Fixed assets should include productive assets that are used to generate the company's revenues.
The costs of major classes of assets should be disclosed in the financial statements or notes. (AC
D40.105)

2. Accumulated depreciation in total or by major classes of assets, and the methods of computing
depreciation for major classes of assets should be disclosed in the financial statements or notes.
(AC D40.105)
3. If SFAS 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to
Be Disposed Of, has been adopted, an impairment loss must be recognized for long-lived assets
and goodwill related to those assets when events or changes in circumstances indicate that the
carrying amount may not be recoverable. (AC I08)

4. The gross amount of capitalized leased assets by major classes and the related accumulated
amortization should be disclosed in the financial statements or notes. (AC L10.112)
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♦

5. For significant sale and leaseback transactions during the period, the financial statements or notes
should contain a description of the terms of the transaction, the amount of any gain or loss on the
transaction, and other disclosures required for the lease classification, that is, capital or operating.
(AC L10. 128-.130)
6. The components of a lessor's net investment in a sales-type or direct financing lease, that is,
minimum lease payments and unguaranteed residuals, less executory costs and related profit,
unearned income, and allowances for uncollectibles, should be disclosed in the notes. (AC
L10.149)
7. When a significant part of the revenues, net earnings, or assets of a lessor is derived from
leveraged leases, the notes to the financial statements should disclose the components of the net
investment and any related deferred taxes resulting from the leveraged leases. The terms of the
leases, the nature of the leased property and its estimated life, the estimated residual value of the
leased property at the end of the lease, the nature of the third party financing, and any other
related tax matters should be disclosed in the notes to the financial statements. (AC L10.149)

8. The notes to the financial statements should disclose the cost of property leased under operating
leases by major classes and the total amount of accumulated depreciation at the date of the latest
balance sheet presented. (AC L10.119)

9. Material amounts of fixed assets that are fully depreciated and still in use, and idle plant or
equipment held for sale, should either be classified separately or disclosed in the notes.
10.

Interest costs from direct or indirect outstanding borrowings to acquire or construct qualifying
assets should be capitalized in the period during which the asset is being prepared for use. Three
circumstances are essentially necessary for interest capitalization:

a. Interest cost on borrowings is being incurred either directly or indirectly for the benefit of the
qualifying asset.

b. There is some activity taking place that will ready the asset for use in the operations of the
business.
c. Expenditures are being incurred in respect of the qualifying asset.

11.

The notes to the financial statements should disclose the total amount of interest cost incurred and
the amount of interest capitalized for each period presented. (AC I67)

Intangible Assets, Other Assets, and Deferred Charges

I.

1. Significant deferred charges and intangible assets should be classified separately on the balance
sheet or in the notes as noncurrent assuming, of course, their benefits extend beyond one operating
cycle. (AC B05)
2. The carrying basis of deferred charges or intangible assets, should also be disclosed in the
financial statements or notes.
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J.

3.

Methods and periods of amortization of intangible assets, other assets, and deferred charges should
be disclosed in the financial statements or notes. (AC I60.111)

4.

If SFAS 121 has been adopted, an impairment loss must be recognized for certain identifiable
intangibles and goodwill related to those assets when events or changes in circumstances indicate
that the carrying amount may not be recoverable. (AC I08)

Commitments and Contingencies

1.

A contingency is an uncertainty concerning a possible gain or loss affecting the company that will
be resolved at some future date. Loss contingencies include litigation, claims, assessments,
potential catastrophic losses, discontinued operations, hazard losses, and product warranties. Gain
contingencies include insurance claims in excess of asset-carrying amounts.
Contingent losses should be recorded if all the following conditions exist:

• Based on information available prior to the issuance of the financial statements, it is probable
that an asset has lost value or a liability has been incurred at the balance-sheet date.
•

The loss is subject to reasonable estimation.

If only one of the conditions exists, or if there is a reasonable possibility that a loss contingency
may occur, disclosure should be made in the notes to the financial statements. Examples of remote
contingencies include guarantees of debt of others, notes or accounts sold with recourse, lease
guarantees, note endorsements, or contingent liabilities to subcontractors. A description of the
contingency and an estimate of the future possible loss should be disclosed in a note. If amounts
of the contingency cannot be estimated, the notes should so state. (AC C59.108-.113)

2. Guarantees of indebtedness of others, for example, include agreements to advance funds if the
second enterprise's income, coverage of fixed charges, or working capital falls below a specified
minimum. In these and similar cases, the nature and amount of the indirect guarantees, including
an estimate of any expected recoveries, should be disclosed in the notes. (AC C59.114)
3. Gain contingencies are not ordinarily recognized in the financial statements. (AC C59.118)

4. In accordance with SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties, (which
in many ways supplements or overlaps requirements of SFAS 5, Accounting for Contingencies,
and other authoritative pronouncements), the following disclosures should be made:
•

The nature of the entity's operations;

• The fact that financial statements prepared in accordance with GAAP require the use of
management's estimates;
Also, if certain conditions are met, the following disclosures should be made:

• Disclosures about estimates if it is at least reasonably possible that the estimate will change in
the near term and the effect of the change will be material; and
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•

Disclosures about certain concentrations existing at the financial statement date that make the
enterprise vulnerable to the risk of a near-term severe impact.

5. Going-Concern Uncertainties
a. If there appears to be substantial doubt about the entity's ability to continue as a going
concern, the situation should be disclosed in the financial statements. The disclosure should
include the principal events and conditions related to the going concern, their possible effects
on the financial statements, and management's plans for corrective actions. (AU 341.10)

b. If the auditor concludes that substantial doubt remains about the entity's ability to continue as
a going concern, the audit report should include an explanatory paragraph, following the
opinion paragraph, to reflect the auditor's conclusion that substantial doubt exists. The
explanatory paragraph should include the terms "substantial doubt" and "going concern." (AU
341.12)
c. If financial statement disclosures about the uncertainty are inadequate, a departure from GAAP
exists, and either a qualified or adverse opinion may be necessary. (AU 341.14)
K. Current Liabilities

1.

Liabilities that are due within one year, or require the use of current assets for their satisfaction,
or that are directly related to other current assets or current liabilities should be classified as
current liabilities in the balance sheet. The classifications of current liabilities are normally
presented in an order that reflects both their materiality and prioritization of claims on current
assets. (AC B05)

2. For profit-sharing plans, a note to the financial statements should disclose the existence of a plan
and the group of employees covered, the principal provisions of the plan, and the amount charged
to earnings of the current period. Pension plan disclosures should conform to SFAS Nos. 87 and
88. For deferred compensation contracts that, in the aggregate, constitute a pension or retirement
plan, the disclosures are the same as for a retirement or pension plan. (AC P16)

L. Accounting for Compensated Absences
1.

Costs of vacations, illnesses, and holidays for which employees will be paid should be accrued if
all of the following conditions are met:

• The employer's obligation relating to employees' rights to receive compensation for future
absences is attributable to employees' services already rendered.
•

The obligation relates to rights that vest or accumulate.

•

Payment of the compensation is probable.

•

The amount can be reasonably estimated.

If the amount of the liability cannot be reasonably estimated, that fact should be disclosed. (AC
C44.104)
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M. Income Taxes
1.

The following items should be classified separately in the balance sheet:

•

Income taxes currently payable

•

Income tax refunds currently receivable

• One net amount of current deferred tax assets and current deferred tax liabilities relating to
temporary differences
• One net amount of noncurrent deferred tax assets and noncurrent deferred tax liabilities
relating to temporary differences

2. The current amount of a deferred tax asset or liability should be the net deferred tax consequences
of—

• Temporary differences that will result in net taxable or deductible amounts during the next
year.
• Temporary differences related to an asset or liability classified for financial reporting as
current because of an operating cycle that is longer than one year.

• Temporary differences for which there is no related identifiable asset or liability that have an
expected reversal date in the next year.

3. Deferred tax assets should be reduced by a valuation allowance if, based on the weight of available
evidence, it is more likely than not that some portion or all of the deferred tax assets will not be
realized. (AC I27)
N. Notes Payable, Long-term Debt and Long-term Obligations
1.

The required disclosures for long-term debt include the following:
• Amounts of debt classified by type of borrowing, for example, finance companies, banks, or
other sources. Notes with similar interest computation methods, that is, installment notes,
simple interest notes, or floating interest rate notes, can be summarized and classified together.

•

Interest rates

•

Due dates and method of payment of installments

•

Nature of collateral pledged (AC C59.120)

•

Details of any subordination

•

Description of any conversion features

• Any restrictive covenants such as minimum or compensating cash balance requirements,
maintenance of working capital requirements, limits on additional investments, expenditures
or leases of equipment, or dividend restrictions.
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• Unremedied defaults or breaches of covenants. Such situations may cause the long-term debt
to be reclassified as current.
• Significant changes in long-term debt after the balance-sheet date until the date of the report,
including any new restrictive covenants.
• Descriptions of material gains or losses on extinguishment of debt and their income tax effects.

• Amounts of cash basis interest paid, net of any amounts capitalized, for all years presented.
(AC C25)

The current portion of long-term debt, that is, the amount maturing within one year, should be
classified as a current liability. The current maturities of long-term debt should be presented for
each of the five years following the date of the latest balance sheet.
2. Because short-term notes payable often represent priority claims on current assets of the company,
they should ordinarily be presented first in the ordering of current liabilities. Unless such notes
are unusually large, or other special circumstances exist, disclosures will ordinarily consist of
interest rates, collateral (if any), and type of lender. Short-term notes payable should also be
classified according to type of lender, that is, bank, finance company, trade creditors or officers,
directors, stockholders, and employees.

3. Capitalized lease obligations should be separately classified on the balance sheet. The first major
line item following long-term debt for noncurrent obligations, and the first line item following
current portion of long-term debt for current amounts, may be appropriate classifications.
4. To recognize the time value of money, long-term non-interest-bearing notes exchanged for assets
other than cash should be discounted to their present value. The discounted value of the note will
represent the market value of the asset received. Interest should be recognized at a constant rate
applied to the balance outstanding at the beginning of each period. (AC I69.108)

5. The circumstances of refinancing plans that cause short-term obligations to be reclassified as
long-term debt should be disclosed. (AC B05.118)
6. An uncured default of a debt agreement provision may require reclassification of amounts due as
current. Such circumstances should be disclosed.

7. Debt containing a call option or demand clause exercisable by the creditor one year or less from
the balance-sheet date should generally be classified as a current liability. (AC B05.109B)
O. Financial Instruments
1.

A financial instrument is defined as any of the following:

a. Cash in banks or on hand

b. Evidence of an ownership interest in an entity
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c. A contract that does both of the following:
(1) Imposes on one entity a contractual obligation (liability) to do either of the following:

(i) Deliver cash or financial instrument to a second entity

(ii) Exchange financial instruments on potentially unfavorable terms with the second
entity

(2) Conveys to that second entity a contractual right to do either of the following:
(i) Receive cash or another financial instrument from the first entity

(ii) Exchange other financial instruments on potentially favorable terms with the first
entity (AC F25.106)
2. For financial instruments with off-balance-sheet risk (except for those excluded by AC F25
.104-. 105), the following should be disclosed either in the body of the financial statements or in
the notes by class of financial instrument:
a. The face or contract amount (or notional principal amount if there is no face or contract
amount)

b. The nature and terms, including, at a minimum, a discussion of the following:
(1) The credit and market risk of those instruments

(2) The cash requirements of those instruments
(3) The related accounting policy. (AC F25.112)

3. For financial instruments with off-balance-sheet risk (except as noted above in step 2.), the
following should be disclosed in either the body of the financial statements or in the notes by
category of financial instrument:
a. The amount of accounting loss the entity would incur if any party to the financial instrument
failed completely to perform according to the terms of the contract and the collateral or other
security, if any, for the amount due proved to be of no value to the entity
b. The entity's policy of requiring collateral or other security to support financial instruments
subject to credit risk, information about the entity's access to that collateral or other security,
and the nature and a brief description of the collateral or other security supporting those
financial instruments (AC F25.113)
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4. The following should be disclosed for significant concentrations of credit risk arising from all
financial instruments, whether from an individual counterparty or groups of counterparties (except
for certain insurance and investment contracts and purchase and pension obligations):
a. Information about the (shared) activity, region, or economic characteristic that identifies the
concentration

b. The amount of the accounting loss due to credit risk the entity would incur if parties to the
financial instruments that make up the concentration failed completely to perform according
to the terms of the contracts and the collateral or other security, if any, for the amount due
proved to be of no value to the entity
c. The entity's policy of requiring collateral or other security to support financial instruments
subject to credit risk, information about the entity's access to that collateral or other security,
and the nature and a brief description of the collateral or other security supporting those
financial instruments (AC F25.115)

5. The fair value of financial instruments for which it is practicable to estimate that value (except for
those excluded in paragraphs 8 and 13 of SFAS 107) should be disclosed. (AC F25.115C)
6. The method(s) and significant assumptions used to estimate the fair value of financial instruments
should be disclosed. (AC F25.115C)
7. If it is not practicable to estimate the fair market value of a financial instrument, the following
should be disclosed:

a. Information pertinent to estimating the fair value of that financial instrument or class of
financial instruments, such as the carrying amount, effective interest rate, and maturity
b. The reasons why it is not practicable to estimate fair value (AC F25.115J)
8. For options held and other derivative financial instruments not within the scope of SFAS 105
because they do not have off-balance-sheet risk, the following should be disclosed by category of
financial instrument:

a. The face or contract amount (or notional principal amount if there is no face or contract
amount)

b. The nature and terms, including credit and market risk, cash requirements, related accounting
policy

The disclosures in a. and b. above should distinguish between financial instrument held or issued
for trading purposes or purposes other than trading. (AC F25.115L)

9. For derivative financial instruments for purposes other than trading, the following should be
disclosed: (NOTE: Small businesses rarely hold or issue derivatives for trading purposes;
therefore,the required disclosures for such derivatives have not been summarized here. If the entity
holds or issues derivatives for trading, refer to SFAS No. 119, para. 10 for required disclosures.)
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---------------------------------------------------------------------------------------------------------------a. A description of the objectives for holding, context needed to understand those objectives,
strategies for achieving those objectives, and classes of derivative instruments used.

b. A description of how each class of derivative financial instrument is reported in the financial
statements.

c. For derivative financial instruments that are held or issued and accounted for as hedges of
anticipated transactions, both firm and forecasted transactions for which there is no firm
commitment, disclose:
(1) A description of the anticipated transactions whose risks are hedged, including the
expected time period of occurrence.

(2) A description of the classes of derivative financial instruments used to hedge.
(3) The amount of explicitly deferred hedging gains and losses.
(4) A description of the transaction or events that result in the recognition in earnings of
deferred gains or losses. (AC F25.1150)
10. Consider disclosing the following encouraged quantitative items:
a. Interest rate
b. Foreign exchange

c. Commodity price

d. Other market risks consistent with management's strategies
e. Information on the risk of other financial instruments or nonfinancial assets and liabilities
related by risk management strategy pertaining to the objectives for holding or issuing
derivative financial instruments (AC F25.115P)
P. Stockholders' Equity

1. The components of stockholders' equity should be disclosed either on the face of the statement or
in a note to the financial statements. Any changes during the year in the capital stock, additional
paid-in capital, retained earnings, or other equity accounts should be disclosed in the financial
statements or notes. (AC C08.102)

2. The financial statements or notes should contain summary explanations of the rights and privileges
of each issue of capital stock outstanding. Disclosures should consist of the following:

14.217

•

A description of the security

•

Par or stated values

•

Shares authorized, issued, and outstanding, excluding shares reacquired or held by
consolidated subsidiaries
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• Shares held in the treasury
• Shares reserved

• A description of any conversion terms, including prices and dates
•

Any preferences regarding voting rights, seniority, liquidation, or dividends

• The total and per share amount of any dividends in arrears, and the cumulative and
noncumulative dividend rates
•

Participation rights

•

Changes in the number of shares and amounts during the periods presented

•

Any sinking fund requirements (AC C08; C23.102-.104; C47.123; E09.110
)*

3. Stock dividends should normally be accounted for by transferring an amount equal to the fair value
of the additional shares issued from retained earnings to the capital stock and additional paid-in
capital accounts. (AC C20.103)

4. Any restrictions on dividends from debt or other agreements should be disclosed in a note to the
financial statements.

Q. Postretirement Benefits Other Than Pensions (SFAS No. 106)

1.

If there are one or more defined-benefit postretirement plans, disclosures should include—

a. A description of the substantive plans that are the basis for the accounting.
b. The amount of net periodic postretirement benefit cost.
c. A schedule reconciling the funded status of the plans with amounts reported in the employer's
balance sheet.

d. The assumptions and rates used in computing the expected postretirement benefit obligation
and the accumulated postretirement benefit obligation (APBO) including the assumed health
care cost trend rates; assumed discount rates; and the effect of a one-percentage-point increase
in the assumed health care cost trend rate on the measurement of the APBO, the service cost,
and the interest cost.
e. The amounts and types of securities of the employer and related parties included in plan assets,
and the approximate amount of future annual benefits of plan participants covered by insurance
contracts issued by the employer and related parties.

f.

Any alternative amortization method used.

g. The amount of gain or loss recognized during the period for a settlement or curtailment and
a description of the nature of the events.

AC E09 requires certain disclosures when earnings per share data are presented. However, many of
these disclosures are appropriate in any circumstances.
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h. The cost of providing special or contractual termination benefits recognized during the period
and a description of the nature of the events. (AC P40.169)
2. If there are one or more defined-contribution postretirement plans, the following items should be
disclosed separately from defined-benefit postretirement plan disclosures:
a. A description of the plans.

b. The amount of cost recognized during the period. (AC P40.198)

3. Deferred compensation contracts with individual employees that are not equivalent to a
postretirement employee benefit plan should be accounted for on an accrual basis. The present
value of the estimated total future benefit payments should be allocated over the period of
employee service required under the contract. Disclosures required for deferred compensation
contracts are similar to those required for defined-benefit postretirement plans. (AC C38; P40.169)
R. Statement of Earnings

1.

A reporting entity may be economically dependent on other parties with which it does a significant
volume of business. Sole or major customers, suppliers, franchisors, franchisees, distributors,
general agents, borrowers, or lenders are examples of situations of economic dependency. Such
economic dependency does not qualify the entities as related parties unless one exercises
significant management or owner influence over the other. Disclosure of such economic
dependency may, however, be necessary for a fair presentation of the financial statements.
Evaluation of the significance of the economic dependency on one or more major customers will
have to be made in the circumstances of each engagement. While it is not required for nonpublic
companies, they should consider disclosing sales to major customers.

2. Some accountants believe significant amounts of returns or allowances should be disclosed either
in the earnings statement or in the notes to the financial statements.
3. Revenue from sales transactions in which the buyer has a right to return the product shall be
recognized at the time of sale only if all the following conditions are met:
•

The seller's price to the buyer is substantially fixed or determinable at the date of sale.

•

The buyer has paid the seller, or the buyer is obligated to pay the seller and the obligation is
not contingent on resale of the product.

•

The buyer's obligation to the seller would not be changed in the event of theft or physical
destruction or damage of the product.

• The buyer acquiring the product for resale has economic substance apart from that provided
by the seller.
• The seller does not have significant obligations for future performance to directly bring about
resale of the product by the buyer.

• The amount of future returns can be reasonably estimated. (AC R75.105-.109)
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4. Revenues from long-term construction contracts or cost reimbursement contracts should generally
be recognized on the percentage-of-completion method. The method used should be disclosed in
the accounting policies note. (AC Co4, Co5)

5. Depreciation and amortization expense for the period should be disclosed in the financial
statements or the notes. Presentation of amounts in the statement of cash flows may be adequate
disclosure. (AC D40.105)
6. Material amounts of interest expense should be disclosed in the statement or notes thereto. (AC
167.118a)

7. Research and development costs should be charged to expense when incurred. Disclosure is
required for the total research and development costs charged to expense in each period for which
an earnings statement is presented. (AC R50)
8. See section E., Investments in Debt and Marketable Equity Securities. (AC I80.116-.121)
9. Extraordinary items are events and transactions that are distinguished by their unusual nature and
by the infrequency of their occurrence. To be unusual in nature, the underlying event or
transaction should possess a degree of abnormality and be of a type clearly unrelated to the
ordinary and typical activities of the entity and its environment. An infrequently occurring event
or transaction would not reasonably be expected to recur in the foreseeable future, taking into
account the environment in which the entity operates. The environment of a business includes,
among other things, characteristics of its industry, geographical location, and any governmental
regulations. Extraordinary items should be displayed individually, less income taxes, between
income before extraordinary items and net income, preferably on the face of the statement.
(AC I17.102, .106-.111)

10. Regardless of the preceding criteria, certain items should always be classified as extraordinary
items if they are material. The relatively more common of these items are—
•

Net gains or losses from extinguishment of debt.

• Profit or loss from disposal of significant assets or a separate segment of combining entities
in connection with a pooling of interests.
• Adjustments (based on subsequent events) of estimates used to determine amounts reported as
extraordinary items in prior periods. (AC I17.113-.119)

11. Certain gains and losses are specifically excluded from classification as extraordinary items
because they are not unusual in nature, or they may be expected to recur in the normal course of
business. However, if material, the following items may be classified separately in the earnings
statement:
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•

Valuation adjustments for receivables, inventories, leased equipment, or intangibles

•

Gains or losses on disposal or abandonment of property, plant, or equipment
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• Effects of a strike
•

Adjustment of accruals on long-term contracts

Certain other items, less applicable income taxes, that should be presented separately before net
earnings include—
•

The cumulative effect of a change in accounting principle, which should be presented after
extraordinary items.

•

The results of operations and gains or losses on disposals of discontinued segments of a
business, which should be presented after income from continuing operations and before
income before extraordinary items. (AC I13.105; A06.137)

12. An operating loss arises when, in the determination of taxable income, deductions exceed
revenues. The tax effects of realizable loss carrybacks shall be recognized in determining net
earnings (loss) of the loss period. (AC I27)
13. The components of the provision for income tax expense should be disclosed. Components
include amounts currently payable or refundable, tax effects of temporary differences, adjustments
for changes in tax laws or rates and in tax status, and adjustments of the beginning-of-the-year
balance of a valuation allowance because of a change in circumstances that causes a change in
judgment about the realizability of the related deferred tax asset in future years. (AC I27)
14. The types of significant temporary differences and carryforwards should be disclosed. (AC I27)
15. Unused operating loss and tax credit carryovers for tax purposes, and their expiration dates,
should be disclosed in a note to the financial statements. (AC I27)

16. The nature of significant reconciling items between reported income tax expense and the amount
of income tax expense that would result from applying the federal statutory rate to pretax
accounting income should be disclosed. (AC I27)
17. Unrealized gains or losses on marketable securities recorded in valuation accounts are temporary
differences, that is, they are not reportable for tax purposes until realized. The tax effects of these
temporary differences should be included in the computation of deferred income taxes. The tax
effects of changes in the valuation allowance for securities classified as available-for-sale should
be charged or credited directly to equity. (AC 127.135b)

18. SFAS No. 109, paragraphs 51 and 52, requires the following:
a. The effect of initially applying SFAS No. 109 should be reported as the effect of a change in
accounting principle in a manner similar to the cumulative effect of a change in accounting
principle except for initially recognized tax benefits of the type required by SFAS No. 109 to
be excluded from comprehensive income.
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b. When initially presented, the financial statements for the year SFAS No. 109 is first adopted
should disclose the following:

• The effect, if any, of adopting SFAS No. 109 on pretax income from continuing operations
(for example, the effect of adjustments for prior-purchase business combinations and for
regulated enterprises) for the year of adoption if restated financial statements for the prior
year are not presented.
• The effect of any restatement on income from continuing operations, income before
extraordinary items, and net income for each year for which restated financial statements
are presented.

19. SFAS No. 16 concludes that with certain limited exceptions, items of profit or loss recognized
during a period shall be included in the net earnings of that period. Exceptions are—
• Corrections of an error in financial statements of the prior period.
• Certain changes in accounting principles that require retroactive application and restatement.

Prior-period adjustments, and the related income tax effects, should be disclosed in the financial
statements for the period of adjustment. If single-period statements are presented, the effects of
prior-period adjustments on the beginning balance of retained earnings, and on the net earnings
of the preceding period, should be disclosed. When comparative statements are presented,
disclosures should include the effects, net of related income taxes, on retained earnings at the
beginning of each period and on net earnings for all periods. (AC A35)

20. If an enterprise acquires shares of its own capital stock, the cost of the acquired shares should
generally be shown as a deduction from capital. Dividends on such shares held in the enterprise's
treasury should not be credited to income. Gains or losses on sales of treasury stock should be
accounted for as adjustments to capital and not as part of income. (C23)
21. Gain or loss should be recognized upon the involuntary conversion of a nonmonetary asset to a
monetary asset. (AC N35.114)
S.

Statement of Cash Flows
1.

If a balance sheet is presented, a statement of cash flows is required as a basic financial statement
for each period for which an earnings statement is presented.

2. The statement of cash flows should separately classify the gross cash receipts and payments
resulting from operating, financing, and investment activities. For example, the statement should
disclose the following:

•

Cash purchases of noncurrent assets

• Cash proceeds from a sale of noncurrent assets, and related expenses involving a current use
of cash

• Issuance of long-term debt or capital stock for cash
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•

Repayment of long-term debt

•

Purchase of capital stock for cash

•

Cash dividends paid

3. The statement should be presented in a format reconciling beginning and ending balances in cash
and cash equivalents accounts.
4. If the indirect (reconciliation) method is not used, a separate schedule must be presented
reconciling net earnings to net cash flow from operating activities.

5. All noncash transactions, and any relationships to cash transactions, must be disclosed in a separate
schedule or in a note. For example—

•

Exchanges of noncash assets for other noncash assets

• Noncash proceeds from a sale of noncash assets, and related expenses not involving a current
use of cash

• Conversion of long-term debt or preferred stock to common stock
• Issuance or redemption of long-term debt for noncash assets
• Issuance, redemption, or purchase of capital stock for noncash assets

• Dividends in kind or other noncash distributions to shareholders, except for stock dividends
and stock split-ups
6. The entity's policy for any items considered cash equivalents must be disclosed in the note for
summary of significant accounting policies.
7. The cash basis amounts of interest and income taxes must be disclosed for each period presented.
The long-term debt and income taxes notes are appropriate for such disclosure. (AC C25)
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Small Business Audit Reporting and Disclosure Checklist
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:
This checklist has been developed especially for use in audits of small business entities. Included are only
(1) the disclosures typically required in financial statements of small businesses and (2) the reporting
situations typically encountered in audits of small businesses. Accordingly, users should carefully consider
the need to modify these checklists for any additional disclosure requirements and/or reporting situations
encountered during the engagement.1

For each item, place a check mark (/) in the "Yes," "No," or "N/A" (not applicable) column. Add
additional explanations such as "N/M" (not material) if necessary.

Explanation of References:
APB
ARB
FASBI
FASCON
SAS
SFAS
SOP
TB

=
=
=
=
=
=
=
=

AICPA Accounting Principles Board Opinion
AICPA Accounting Research Bulletin
FASB Interpretation
FASB Statement of Financial Accounting Concepts
AICPA Statement on Auditing Standards
FASB Statement of Financial Accounting Standards
AICPA Statement of Position
FASB Technical Bulletin

General

Yes

No

N/A

A. Titles and References

1.

Are the financial statements suitably titled?
[SAS 62]

2. Does each statement include a general reference to the notes?

1 The AICPA's Checklists and Illustrative Financial Statements for Corporations contains comprehensive
checklists that include additional disclosures required for larger and more complex entities.
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Yes

No

N/A

3. Are the notes referenced to and from the applicable statement classifi
cation or appropriately captioned?

B. Disclosure of Accounting Policies [APB 22 (AC A10)]

1.

Is a description of all significant accounting policies presented?

C. Related-Party Transactions [SFAS 57 (AC R36)]

1.

For related-party transactions, do disclosures include—

a. The nature of the relationship?

b. A description of the transactions and other information deemed
necessary to understand the effects of the transactions on the financial
statements?

________

c. The dollar amounts of transactions for each income statement
presented?

d. Amounts due from or to related parties as of each balance-sheet date
and the terms and manner of settlement?

________

e. The information required by paragraph 49 of SFAS 109, Accounting
for Income Taxes.
D. Contingencies and Commitments/Risks and Uncertainties [SFAS 5 (AC C59),
SOP 94-6]
1.

Are the nature and amount of loss contingencies properly disclosed?

2. For loss contingencies not accrued, do disclosures indicate—
a. The nature of the contingency?

b. An estimate of possible loss or range of loss, or a statement that such
estimate cannot be made?
3. Are the nature and amount of guarantees disclosed (for example,
guarantee of indebtedness of others and guarantees to repurchase
receivables that have been sold or otherwise assigned)?
4. Are gain contingencies adequately disclosed with care to avoid any
misleading implications about the likelihood of realization?
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Yes

No

N/A

5. Do the financial statements include the following disclosures about risks
and uncertainties?
a. Nature of operations.

____ ____

b. Use of estimates in the preparation of financial statements.

____ ____

c. Certain significant estimates (if certain conditions are met).

d. Current vulnerability due to certain concentrations (if certain
conditions are met).

6. Is there adequate disclosure of commitments such as those for capital
expenditures, restrictive covenants in financing agreements, inventory
purchase agreements, and employment contracts?

________

E. Subsequent Events [SAS 1]

1.

Are the financial statements adjusted for the effects of any subsequent
events related to conditions that existed at the balance-sheet date?

2. Are any subsequent events related to conditions that did not exist at the
balance-sheet date, but which arose after that date, disclosed?
____ ____
F.

Limited Liability Companies (LLCs) [PB 14]
1.

Are the financial statements clearly identified as being those of an LLC?

2. If the LLC has a finite life, do disclosures include the date the LLC will
cease to exist?
3.

________

Do disclosures include:
a. A description of any limitation of an LLC member's liability?

b. The different classes of member's interest and the respective rights,
preferences, and privileges of each class?
____ ____
4. Are all disclosures regarding members' equity and changes in members'
equity for the period made?
____ ____

5. Are all disclosures relating to the conversion of the entity to an LLC
made?
____ ____
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Yes

No

N/A

G. Other Matters

1.

Are material changes in the current financial statement classifications and
conforming reclassifications in prior period comparative statements
indicated and explained in the financial statements or notes? [SAS 1]

2. If there were nonmonetary transactions (including involuntary con
versions) during a period, are the following disclosed? [APB 29]
a. Nature of the transactions.

b. Basis of accounting for the assets transferred.

c. Gains or losses recognized on transfers.
3. If a business combination occurred during the period, has the appropriate
accounting method been used and do the financial statements and notes
include all required disclosures?
[APB 16, SFAS 38, FASBI 4 (AC B50)]

4.

Postretirement Benefits Other Than Pensions [SFAS 106]
a. If there are one or more defined benefit postretirement plans, do
disclosures include—
1. A description of the substantive plan(s) that is (are) the basis for
the accounting?
------ ------

------

2. The amount of net periodic postretirement benefit cost?

3. A schedule reconciling the funded status of the plan(s) with
amounts reported in the employer's statement of financial position?
4. The assumption and rates used in computing the expected
postretirement benefit obligation and the accumulated
postretirement benefit obligation (APBO) including the assumed
health care cost trend rates; assumed discount rates; and the effect
of a one-percentage-point increase in the assumed health care cost
trend rate on the measurement of the APBO, the service cost, and
the interest cost?
------ ------

5. The amounts and types of securities of the employer and related
parties included in plan assets and the approximate amount of
future annual benefits of plan participants covered by insurance
contracts issued by the employer and related parties?
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Yes
6. Any alternative amortization method used pursuant to paragraphs
53 or 60 of SFAS 106?

No

N/A

____ ____

7. The amount of gain or loss recognized during the period for a
settlement or curtailment and a description of the nature of the
event(s)?
____ ____

8. The cost of providing special or contractual termination benefits
recognized during the period and a description of the nature of the
event(s)?
____ ____
b. If there are one or more defined-contribution postretirement plans,
have the following items been disclosed separately from defined
benefit postretirement plan disclosures:
1. A description of the plan(s)?

________

2. The amount of cost recognized during the period?

________

c. If an obligation for postemployment benefits is not accrued in
accordance with SFAS 5 or 43 only because the amount cannot be
reasonably estimated, has that fact been disclosed in the financial
statements?
[SFAS 112 (AC P32)]

________

d. If SFAS 106 has not been adopted, are health care or life insurance
benefits provided to retirees, their dependents, or survivors properly
disclosed?
____ ____
[SFAS 81 (AC P50)]

5. If an employer sponsors an employee stock ownership plan (ESOP), do
disclosures include:

a. A description of the plan?

____ ____

b. A description of the accounting policies followed for ESOP
transactions?
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c. The amount of compensation cost recognized during the period?

___

d. The number of allocated shares, committed-to-be-released shares, and
suspense shares held by the ESOP at the balance-sheet date?

____
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Yes

No

N/A

e. The fair value of unearned ESOP shares at the balance-sheet date for
shares accounted for under SOP 93-6?2

f. The existence and nature of any repurchase obligation, including
disclosure of the fair value of the shares allocated as of the balancesheet date, which are subject to a repurchase obligation?3
[SOP 93-6, par. 53]
Balance Sheet

A. Cash
1.

Is restricted cash segregated from cash available for current operations
and properly disclosed? [ARB 43 (AC B05)]

B. Investment Securities [SFAS 115 (AC F25, I80)]

1.

For marketable securities classified as available-for-sale and held-tomaturity, do disclosures include—

a. Aggregate fair value for the latest balance sheet presented?

b. Gross unrealized gains and gross unrealized losses for the latest
balance sheet presented?
------ ------

------

c. Amortized cost basis by major security type for each balance sheet
presented?
------ ------

------

d. Contractual maturities of debt securities for the latest balance sheet
presented?
------ ------

------

e. Information about sales, cost, and realized and unrealized gains and
losses for each income statement period presented?

2 This disclosure need not be made for old ESOP shares for which the entity does not apply the guidance
in SOP 93-6.

3 Employers may wish to disclose additional information about the obligation, particularly information
about the timing of payments. [SOP 93-6, par. 95]

14.300

8/95

14-33

SMALL BUSINESS AUDIT MANUAL

Yes

No

N/A

2. Are significant net realized and net unrealized gains and losses that arose
after the latest balance-sheet date but before issuance of the financial
statements disclosed?

3. Are valuation allowances deducted from their related portfolios with
appropriate disclosure?
C. Financial Instruments Including Derivatives (SFAS 119 is effective for
financial statements issued for fiscal years ending after December 15, 1994,
except for entities with less than $150 million in total assets, for which it is
effective for fiscal years ending after December 15, 1995. In addition to
requiring disclosures related to derivatives, SFAS 119 expands and amends
SFASs 105 and 107.) [SFASs 105, 107, and 119]

1.

Are all disclosures (including contract amount, nature and terms, amount
of accounting loss at risk, and the entity's policies) for all financial
instruments (those with and without off-balance-sheet risk) included in the
body of the financial statements or in the notes by category of financial
instrument? [Refer to SFAS 105, pars. 17 and 18, as amended by SFAS
119, par. 14, and SFAS 119, pars. 8 and 9 for required disclosures.]

2. Are all significant concentrations of credit risk arising from all financial
instruments disclosed?
3. Are all fair value disclosures made with regard to all financial
instruments?
4. Do the disclosures in Steps 1 and 3 distinguish between financial
instruments held for trading purposes and those held for purposes other
than trading?

5. If the offsetting of derivatives against nonderivatives is not permitted
under FASB Interpretation No. 39, Offsetting of Amounts Related to
Certain Contracts, does the entity, when disclosing the fair value of
derivatives, not combine, aggregate, or net the fair values?
6. Are all disclosures for derivatives held for purposes other than trading
included in the financial statements? (Note: small businesses rarely hold
derivatives for trading purposes; therefore, disclosures for such
derivatives are not included in this checklist. If the entity holds
derivatives for trading purposes, refer to SFAS 119 for required
disclosures.)
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Yes

No

N/A

D. Receivables [ARB 43 and APB 12 (AC B05, V18)]

1.

Are accounts and notes receivable from officers, employees, and
affiliated companies shown separately with appropriate disclosures?

2. Are unbilled receivables (for example, unbilled costs and fees under
cost-plus-fixed-fee contracts) shown separately from billed receivables?
3. Are allowances for uncollectible receivables shown as deductions from
the related receivables?

4. If the entity has extended a loan that is impaired, are the disclosures
required by SFAS 114, as amended by SFAS 118, included in the
financial statements?
E. Inventories [ARB 43 (AC I78)]

1.

Are the major classes of inventory disclosed (for example, finished
goods, work in process, and raw materials)?

2. Is the method of determining inventory cost (for example, LIFO, FIFO)
disclosed?
------ -----

3. Is the basis for recording inventory disclosed (for example, lower of cost
or market)?
------ ----F. Investments [APB 18 (AC I82)]
1.

Is the equity method used to account for investments in the common stock
of—
a. Corporate joint ventures?

------ -----

b. Investees in which the entity has an "ability to exercise significant
influence" (generally presumed to be 20 percent or more of the voting
stock)?
------ -----

2. Are the appropriate disclosures made for investments in common stock
accounted for by the equity method?
------ ----G. Property and Equipment [(APB 12) (AC D40)]
1.

For depreciable assets, do disclosures include—

a. Depreciation expense for each income statement presented?
14.300
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Yes

No

N/A

b. Balances of major classes of depreciable assets by nature or function?

c. Accumulated depreciation, either by major class of assets or in total?
d. Depreciation methods for each major class of depreciable assets?

2. If SFAS 121 has been adopted, have the following disclosures been
included in the financial statements:
a. Disclosures required if an impairment loss is recognized for assets to
be held or used, such as a description of the assets and impairment,
amount of impairment, how the fair value was determined, and the
income statement caption in which the impairment loss is aggregated.
[Refer to SFAS 121, par. 14]

b. Disclosures required for assets disposed of in accordance with
paragraphs 15-17 of SFAS 121, such as a description and carrying
amount of the assets, the loss resulting from application of paragraph
15, the gain or loss resulting from the application of paragraph 17, the
income statement caption in which the gains or losses are aggregated,
and the result of operations for the assets. [Refer to SFAS 121, par.
19]

3.

------------------------

If an impairment loss is recognized, is it reported as a component of
income from continuing operations?

H. Lessors [(SFAS 13) (AC L10)]
1.

For sales-type and direct financing leases, do disclosures include—

a. Components of net investment in leases?
b. Future minimum lease payments to be received for each of the next
five years?

c. Total contingent rentals included in income for each income statement
presented?
d. The amount of initial direct costs for direct financing leases?
(SFAS 91)
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Yes

No

N/A

2.For operating leases, do disclosures include—

a. Cost and carrying amounts of leased property by major class and the
amount of accumulated depreciation?

b. Minimum future rentals in the aggregate and for each of the next five
years?
c. Total contingent rentals included in income for each income statement
presented?

3.

I.

Do disclosures include a general description of the lessor's leasing
arrangements?

Other Assets and Deferred Charges (AC I60 and I27)
1.

Are the costs of intangible assets acquired from other entities recorded as
assets? (APB 17)

2.

Do disclosures include the method and period of amortization?
(APB 17)

3. Are deferred tax assets for each tax-paying component (an individual
entity or group of entities that is consolidated for tax purposes) in each
tax jurisdiction presented separately? (SFAS 109)
4. Are deferred tax assets classified as current or noncurrent based on the
classification of the related asset, and are deferred tax assets not related
to an asset classified according to the expected reversal date of the
temporary difference?
------ ------

------

5. Have the following items been offset and presented as a single amount for
a particular tax paying component and within a particular tax-paying
jurisdiction (SFAS 109):
a. All current deferred tax liabilities and assets?

------ ------

------

b. All noncurrent deferred tax liabilities and assets?

6. Are the components of the total of all deferred tax assets and valuation
allowances reported in the balance sheet disclosed? (SFAS 109)
7.Has any valuation allowance for deferred tax assets been allocated
between current and noncurrent on a pro rata basis? (SFAS 109)
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8/95

14-37

SMALL BUSINESS AUDIT MANUAL

Yes
8.

No

N/A

Foreclosed assets:

a. Are foreclosed assets held for sale valued and disclosed at the lower
of fair value (minus estimated costs to sell) or cost? (SOP 92-3)

b. If the fair value of the asset, minus the estimated cost to sell, is less
than the cost of the asset, has the deficiency been recognized and
disclosed as a valuation allowance? (SOP 92-3)
c. Have changes in the valuation allowance based upon fluctuations in
the fair value less disposal costs been charged or credited and
disclosed, if material, to income? (SOP 92-3)

J.

Notes Payable and Other Debt (AC B05)
1.

Are interest rates, maturities, assets pledged as collateral, and other terms
and conditions provided in loan agreements properly disclosed? (SFAS
5, FASCON 6)

2. Are the amounts of fixed maturities for all long-term borrowings
disclosed in the aggregate and for each of the next five years?
(SFAS 47)
3. Are current portions of debt obligations presented as current liabilities?
(ARB 43)

K. Lessees [SFAS 13 (AC L10)]
1.

For capital leases, do disclosures include a general description of the
lessee's leasing arrangements and—

a. Identification of gross amounts of assets recorded by major classes
and the related accumulated amortization and obligations under the
lease, and amortization expense (unless it is included in depreciation
expense and disclosed as such)?
b. Future minimum lease payments, in the aggregate and for each of the
next five years, with deductions for executory costs and imputed
interest?

c. Total of future minimum sublease rentals under noncancelable
subleases?
d. Total contingent rentals incurred for each income statement
presented?
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Yes

No

N/A

e. Assets recorded under capital leases, either in the balance sheet or the
notes?

2. For operating leases that have initial or remaining noncancelable lease
terms in excess of one year, do disclosures include—
a. Future minimum rental payments required in the aggregate and for
each of the next five years?

b. Total of future minimum rentals under noncancelable subleases?

3. For all operating leases, do disclosures include rental expense for each
income statement presented with separate amounts for minimum rentals,
contingent rentals, and sublease rentals?
L. Other Liabilities and Deferred Credits [AC I27, In6, C59, C44, P16]

1.

Have deferred tax liabilities determined for each tax-paying component
(an individual entity or group of entities that is consolidated for tax
purposes) in each tax jurisdiction been presented separately? (SFAS 109)

2. Have deferred tax liabilities been classified as current or noncurrent based
on the related asset or liability? (SFAS 109)
3.

Have deferred tax liabilities not related to an asset or liability been
classified according to the expected reversal date of the temporary
difference pursuant to SFAS 37? (SFAS 109)

4. Have the components of the total of all deferred tax liabilities recognized
in the balance sheet been disclosed? (SFAS 109)

5. Are estimated loss contingencies accrued if the are probable and the
amount can be reasonably estimated? (SFAS 5 and FASBI 14)

14.300

6. Are liabilities appropriately accrued and reported for employees'
compensation for future absences? (SFAS 43)
------ ------

-----

7. Are liabilities for special termination benefits to employees accrued and
reported when the employees accept the offer and the amount can be
reasonably estimated? (SFAS 88)
------ ------

-----
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Yes

No

N/A

M. Stockholders' Equity [AC C59]
1. For each class of stock, do disclosures include the number of shares
authorized, issued and outstanding, and par or stated value per share?
[APB 15]
2.

Are restrictions on payment of dividends disclosed? [SFAS 5]

_ ____

____ ____

N. Changes in Stockholders' Equity

1.

Are changes in the components of stockholders' equity disclosed?
(APB 12)

____ ____

2. Are prior-period adjustments and their resulting effects (both gross and
net of applicable income taxes) appropriately disclosed? (APB 9)
____

3. For a correction of an error, are the following disclosed in the period in
which the error was discovered and corrected:
a. Nature of the error?

____ ____

b. Effect of its correction on income before extraordinary items, net
income, and related per share amounts (if applicable)? (APB 20)
____ ____
Income Statement (Also see Balance Sheet sections B and C for disclosures
relating to financial instruments and derivatives)

A. Revenues and Expenses

1.

Are the important components of income separately disclosed, such as—
a. Interest expense? [SFAS 34 (AC I67)]

____ ____

b. Income taxes? [SFAS 109 (AC I27)]

____ ____

c. Sales or other sources of revenue, cost of sales, and selling and
administrative expenses? [SFAS 89 (AC C28)]

________

2. For debt and marketable equity securities classified as available-for-sale
or held-to-maturity, are the following disclosures made, by major security
type, for each balance sheet presented?
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a. Aggregate fair value.

____ ____

b. Gross unrealized holding gains and losses.

____
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Yes

No

N/A

c. Amortized cost basis.
[SFAS 115 (AC I80)]
3. For investments in debt securities classified as available-for-sale or heldto-maturity is disclosure made about their contractual maturities as of the
latest balance-sheet date presented? [SFAS 115 (AC I80)]

4.

For each income statement presented, are the following disclosures made?

a. The proceeds from sales of available-for-sale securities and gross
realized gains and losses on those sales.

b. The basis on which cost was determined in computing realized gain
or loss.

c. The gross gains and losses included in earnings from transfers of
securities from the available-for-sale category to the trading category.
d. The change in net unrealized holding gain or loss on available-for-sale
securities.
e. The change in net unrealized holding gain or loss on trading
securities.
[SFAS 115 (AC I80)]

5. For any sales or transfers of held-to-maturity securities, is disclosure
made of the following for each income statement presented?
a. Amortized cost amount of the sold or transferred security.

b. Related realized or unrealized gain or loss.
c. The circumstances leading to the decision to sell or transfer the
security.
[SFAS 115 (AC I80)]

6. For investments in common stock accounted for by the equity method
[APB 18 (AC I82)]:
a. Are intercompany profits and losses eliminated?

b. Is the investor's share of earnings shown as a single amount?
7. Is the amount of interest expense disclosed in the statements or notes
thereto, and the amount that has been capitalized, if any?
[SFAS 34 (AC I67)]
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Yes

8.

No

Do disclosures for advertising costs include: [SOP 93-7]

a. The accounting policy selected?
b. A description of the direct-response advertising reported as assets (if
any), the accounting policy for it, and the amortization period?
c. The total amount charged to advertising expense for each income
statement presented, with separate disclosure of amounts, if any,
representing a write-down to net realizable value?

d. The total amount of advertising reported as assets in each balance
sheet presented?
B. Income Taxes [SFAS 109 (AC I27, Q15)]
1.

Have the types of significant temporary differences and carryforwards
been disclosed?

2. Are the significant components of income tax expense (such as current
and noncurrent income tax expense) attributable to continuing operations
for each year presented disclosed?

3. Is the amount of income tax expense or benefit allocated to continuing
operations and the amounts separately allocated to other items (see
paragraphs 35-39 of SFAS 109) disclosed for each year for which those
items are presented?
4.

Is the nature of significant reconciling items disclosed?

5. Have the amounts and expiration dates of operating loss and tax credit
carryforwards for tax purposes been disclosed?
C. Extraordinary Items [APB 30 (AC I17)]

1.

Do extraordinary items meet both criteria of (a) an unusual nature and (b)
infrequency of occurrence?

2. Are extraordinary items segregated and shown (including applicable
income taxes) following income before extraordinary items and before net
income?

3. Do disclosures include a description of the extraordinary event or
transaction and the principal items entering into determination of
extraordinary gain or loss?
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Yes

No

N/A

Statement of Cash Flows [SFAS 95 (AC C25)]

A. Format
1.

Is a statement of cash flows presented for each period for which an
income statement is presented?

2.

Is the change in cash and cash equivalents presented?

3.

Is the definition of a cash equivalent disclosed?

4. Are major classes of gross cash receipts and payments and their sum (net
cash flow from operating activities [direct method]) presented?
5. If the direct method is used, is a reconciliation of net income to net cash
flow from operating activities provided in a separate schedule?

6. If the indirect method is used, has the same amount for net cash flow
from operating activities been reported indirectly by reconciling net
income to net cash flow from operating activities?
7. If the indirect method is used, has the reconciliation of net income to net
cash flow from operating activities been reported either within the
statement of cash flows or provided in a separate schedule, with the
statement of cash flows reporting only the net cash flow from operating
activities?
------ ------

------

B. Content

Are cash receipts and payments for transactions, such as making and
collecting loans and acquiring and selling property, classified as cash
flows from investing activities?
------ ------

------

2. Are cash receipts and payments for transactions, such as obtaining
resources from owners, borrowing money, and repaying amounts owed,
classified as cash flows from financing activities?
------ ------

------

1.

3. Are cash receipts and payments for transactions for all other events, such
as producing and delivering goods and providing services, classified as
cash flows from operating activities?
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Auditor's Report Checklist
14.301 Explanation of References:
SAS = AICPA Statement on Auditing Standards

AU = Reference to section number in AICPA Professional Standards (vol. 1)
SSARS = AICPA Statements on Standards for Accounting and Review Services

AR = Reference to section number in AICPA Professional Standards (vol. 2)

.02 Checklist Questionnaire

Yes

No

N/A

1. Does the auditor's report include the appropriate:
a. Addressee?
[SAS 58, par. 9 (AU 508.09)]

________

b. Date (or dual dates) of the report?
[SAS 1, sec. 530.05 (AU 530.05)]

________

c. A title that includes the word "independent"?
[SAS 58, par. 8a (AU 508.08a)]

____

2. If the accountant is not independent, is a compilation report issued (nonpublic
companies only)?
[SAS 26, par. 10 (AU 504.10); SSARS 1, pars. 22 and 38 (AR 100.22
and .38)]

3. Does the reporting language conform with the auditor's standard report on:
a. Financial statements of a single year or period?

b. Comparative financial statements?
[SAS 58, par. 8 (AU 508.08)]
4. Does the report include appropriate language for the following situations:
a. Only one basic financial statement is presented and there are no scope
limitations?
[SAS 58, pars. 47-48 (AU 508.47-.48)]

b. Audited and unaudited financial statements are presented in comparative
form?
[SAS 26, pars. 14-17 (AU 504.14-.17)]
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5. Is an explanatory paragraph (or other explanatory language) added to the
standard report if:
a. The financial statements are affected by uncertainties concerning future
events, the outcome of which is not susceptible of reasonable estimation
at the date of the auditor's report?1
____
[SAS 58, pars. 16-33 (AU 508.16-.33)]
Note: Consult the Topical Index to the AICPA Professional Standards
under "Uncertainties" for additional references to specific types of
uncertainties.

b. There is substantial doubt about the entity's ability to continue as a going
concern for a reasonable period of time and that conclusion is expressed
through the use of the phrase "substantial doubt about its (the entity's)
ability to continue as a going concern"?
[SAS 64, par. 1 (AU 341.12-.13)]
c. There is a material change between periods in accounting principles or in
the method of their application?
[SAS 58, pars. 34-36 (AU 508.34-.36)]

d. In an updated report on comparative financial statements, the current
opinion on the prior period is different from the one previously expressed?
[SAS 58, pars. 77-78 and 81-82 (AU 508.77-.78 and .81-.82)]
e. The prior-period financial statements are audited by a predecessor auditor
whose report is not presented?
[SAS 64, par. 2 (AU 508.83)]

f. The auditor's opinion is based in part on the report of another auditor?
[SAS 1, sec. 543 (AU 543); SAS 58, pars. 12-13 (AU 508.12-.13)]
g. The financial statements contain a departure from a promulgated
accounting principle when conformity with GAAP would result in a
misleading presentation?
-----[SAS 58, pars. 14-15 (AU 508.14-.15)]

h. Other information in a document containing audited financial statements
is materially inconsistent with information appearing in the financial
statements?
-----[SAS 8, par. 4 (AU 550.04)]*

At press time, an exposure draft of a proposed amendment to SAS 58 had been released that would
eliminate the requirement to add an explanatory paragraph for certain uncertainties. To obtain the latest
information on this amendment call the AICPA Technical Hotline at 800-862-4272.

14.301
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i.
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The auditor decides to emphasize a matter in the report?
[SAS 58, pars. 37 (AU 508.37); Interpretation 38 of SAS 1, sec. 410 (AU
9410.17); Interpretation 1 of SAS 57 (AU 9342.03)]

6. Is a qualified opinion or disclaimer of opinion expressed if scope limitations
preclude application of one or more auditing procedures considered necessary
in the circumstances?
[SAS 58, pars. 40-45 (AU 508.40-.45); SAS 19, par. 12 (AU 333.12)]
Note: Consult the Topical Index to the AICPA Professional Standards under
"Scope of Audit — Limitations" for additional references to specific types of
scope limitations that could result in either a qualified or disclaimer of
opinion.

7. Is a qualified opinion or adverse opinion expressed if a lack of conformity
with GAAP (including inadequate disclosure) is present?
[SAS 58, pars. 49-66 (AU 508.49-.66); SAS 32, par. 3 (AU 431.03)]
Note: Consult the Topical Index to the AICPA Professional Standards under
"Departures from Established Principles," "Adverse Opinions," and
"Qualified Opinions" for additional references to specific types of GAAP
departures that could result in either a qualified or adverse opinion.
8. Is a qualified or adverse opinion expressed if the entity specifically requests
the auditor to report on prior-period financial statements that are incomplete
(e.g., prior-period totals only)?
[SAS 58, fn. 27 (AU 508, fn. 27)]

9. If a qualified opinion, adverse opinion, or disclaimer of opinion is expressed,
are all the substantive reasons for the opinion or disclaimer disclosed and is
the reporting language appropriately modified?
[SAS 58, pars. 39, 68-69, and 71 (AU 508.39, .68-.69, and .71)]
10. If the auditor is requested to audit IRS Form 990, "Return of Organizations
Exempt from Income Tax," is the appropriate report prepared?
[Interpretation 2 of SAS 62 (AU 9623.47-.54)]
11. If information accompanies the basic financial statements and auditor's report
in an auditor-submitted document, does the report on the accompanying
information:
a. State that the audit is performed for the purpose of forming an opinion on
the basic financial statements taken as a whole?

b. Specifically identify the accompanying information?
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c. State that the accompanying information is presented for purposes of
additional analysis and is not a required part of the basic financial
statements?

d. State whether the accompanying information is subject to the auditing
procedures applied in the audit of the basic financial statements and the
appropriate expression of opinion or disclaimer?
[SAS 29, pars. 6-11 (AU 551.06-.11)]
12. Is the reporting form and content of SAS 60, paragraphs 9-19, followed when
communicating internal control structure related matters noted in an audit?2
[SAS 60, pars. 9-19 (AU 325.09-.19)]

13. Is the reporting form and content of SAS 72 followed for comfort letters
submitted to underwriters and other requesting parties on tax-exempt bond
offerings?
[SAS 72, (AU 634)]

2 Reportable conditions in internal control structure that have not been corrected must be communicated,
preferably in writing, to senior management and the board of trustees or its audit committee.

[SAS 60]
14.301
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CHAPTER 15

SMALL BUSINESS MICROCOMPUTER QUESTIONNAIRE
15.000 PURPOSE
15.001 The Microcomputer Questionnaire (section 15.300) may be used for two purposes. For those
clients using microcomputers to process accounting data, it will assist in the evaluation of the risk of
potential misstatements during the system's walk-through. It will also help identify suggestions for
management to improve internal controls over microcomputer operations and increase the efficiency of the
accounting operations.

15.002 Subscribers to the 1994 edition of this Manual will notice that the guidance and documentation for
computer processing and service organization controls have been revised to enhance efficiency and to better
reflect today's computer environment. Accordingly, the following forms appearing in the prior edition of
this Manual have been deleted and replaced with new forms: (1) Small Business Microcomputer Installation
Survey Form, (2) Initial Survey of EDP Controls — General Controls, (3) Initial Survey of EDP Controls
— In-House System, and (4) Initial Survey of EDP Controls — Service Center-Produced Records Part I
and II.

15.100 AUTHORITATIVE PRONOUNCEMENTS

15.101 AICPA Statement on Auditing Standards (SAS) No. 48, The Effects of Computer Processing on
the Examination of Financial Statements (AU 311.09), adds to the list of required planning considerations
the auditor's need to understand the methods used by the client to process significant accounting
information.

15.102 SAS No. 70, Reports on the Processing of Transactions by Service Organizations (AU 324),
provides guidance to independent auditors of clients that use outside data processing services, and requires
those auditors to consider the effect of the outside data processing services on the client's internal control
structure and the available audit evidence. Computer processing should be considered by the auditor
during engagement planning, internal control evaluation, and performance of analytical procedures.
15.103 SAS No. 55, Consideration of the Internal Control Structure in a Financial Statement Audit,
requires the auditor to obtain an understanding of an entity's internal control structure, including the
controls over computer processing. This understanding of computer processing controls, which is required
even when an all substantive approach to the audit is taken, enables the auditor to design effective
substantive tests. This section describes how the auditor can obtain this required understanding, and how
it may be documented in the working papers. As discussed in Chapter 1, the AICPA's Auditing Standards
Board has released a proposed amendment to SAS No. 55 that would incorporate the definition and
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description of internal control found in the Committee on Sponsoring Organizations report, Internal
Control—Integrated Framework, (the "COSO report") into SAS No. 55. It is not expected to result in a
significant change in practice.
15.104 The Microcomputer Questionnaire, the Service Organization Application Controls Questionnaire,
and the Service Auditor Report Evaluation Form may be used to comply with SAS Nos. 48, 55, and 70
on small business audits. Significant computer processing applications may, however, require more
extensive and detailed surveys.

15.105 The following elements of documentation assistance are included in this chapter:

• The Microcomputer Questionnaire (section 15.206) — is designed to document the required
understanding of computer processing controls in audit engagements in which the client's
computer system is comprised of only microcomputers and purchased software products. If
the computer system has some of the controls included in the Questionnaire, the procedures
used to obtain an understanding of the computer processing controls will usually provide
evidence that will support a lower assessed level of control risk.
• Service Organization Application Controls Questionnaire (section 15.312) — designed to
document the auditor's understanding of the controls at a service organization when it is
necessary to obtain and understand those controls and a service auditor's report is not
available.

• The Service Auditor Report Evaluation Form (section 15.313) — designed to document the
auditor's evaluation of the report of a service auditor when it is necessary to obtain an
understanding of the controls applied at a service organization.

15.200 USING THE MICROCOMPUTER QUESTIONNAIRE
15.201 For those clients utilizing microcomputers for various accounting applications, certain basic
internal control weaknesses may exist. Any weaknesses resulting from microcomputer applications should
be considered during the evidence design process. The Microcomputer Questionnaire should be completed
to help identify these weaknesses and to report to management in accordance with SAS No. 60,
Communication of Internal Control Structure Related Matters Noted in an Audit (AU 325). See Chapter
6, section 6.300, for the Internal Control Structure Reportable Conditions Form.

15.202 The applicable documentation should be completed during planning. The Microcomputer
Questionnaire should be prepared or updated by the client and/or the in-charge. If sufficient controls are
present in the EDP system for testing and reliance, a detailed EDP questionnaire should be completed by
a firm or outside specialist. Completion of a detailed EDP questionnaire should be performed only if the
auditor wishes to rely on EDP controls. In other words, such testing is not necessary for the System's
Walk-Through Approach. The findings should be reviewed by and discussed with the engagement partner
and, if applicable, the specialist before making suggestions to the client. The resulting suggestions to
management are often the source of additional services by the firm.

15.104
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------------------------------------------------------------------------------------------------------------------Procedures to Obtain Understanding

15.203 The auditor obtains an understanding of computer-related controls through procedures such as
inquiry, observation, and inspection of documents. For example, to obtain an understanding of the design
of the computer system used to generate the general ledger, the auditor may make inquiries of appropriate
personnel about input, processing, and output control procedures, and inspect application software
documentation. The auditor may inquire about data security and database backup procedures, and inspect
any control reports or logs. The auditor also may observe users of the system in actual performance of
their duties and review the resultant documents and records.

15.204 The nature and extent of the auditor's understanding will vary from client to client, and is
influenced by the size and complexity of the client's computer system and procedures. The auditor's prior
experience with the client and assessments of inherent risk and materiality of the various account balances
and transaction classes may also effect the nature and extent of the audit procedures performed to obtain
an understanding of the computer controls.
Documenting Computer System Controls

15.205 The Microcomputer Questionnaire (section 15.206) may be used to document the client's controls
when the computer system consists of microcomputers and purchased software products.
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15.206

Microcomputer Questionnaire
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This questionnaire should be used to document controls when a client uses microcomputers and one or
more purchased, standard, UNMODIFIED accounting packages to process accounting information.
1. Names and models of computers:

2. Name of operating system:

____________________________________________________

__________________________________________________________

3. Name and version of software:

Package
Package
Package
Package

1
2
3
4

________________________________________________________________________
________________________________________________________________________
________________________________________________________________________
________________________________________________________________________

4. Major reports generated from software:

Package
Package
Package
Package

1
2
3
4

________________________________________________________________________
______________________________________________________________________ _
----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

5. Key operators and their responsibilities:

Key Operator
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MICROCOMPUTER QUESTIONNAIRE (Continued)

Are any of their duties incompatible? Explain.

6. Describe any controls, such as user ID numbers, passwords and locking on/off switches that are used
to prevent unauthorized access to programs and accounting data.

7. Describe controls that insure that all transactions are processed and that the same data is not processed
twice.

8. Are users adequately trained and provided with adequate instructions on how to use the computer
system? Yes No
9. Who is responsible for reviewing the reports generated from the microcomputer?
Report

Reviewer

10. Have procedures been developed for periodic back-up of files?

11. Are backup files stored in a secure location? ____________________________________________

12. Has management considered developing a disaster plan, including arrangements for emergency
equipment, facilities, insurance, etc.?
Yes___ No ___

15.206
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MICROCOMPUTER QUESTIONNAIRE (Continued)

13. Tests of Controls

Note:

The inquiry, observation, and inspection procedures used to obtain an understanding of the computer
system are usually sufficient to support an assessment of control risk at less than the maximum.
Additional tests should be performed only if the auditor wishes to further reduce the level of control
risk. For the System's Walk-Through Approach, no additional tests should be performed.

Describe any additional tests of microcomputer controls performed (e.g., inspection of evidence of
review of computer output):

14. Summary of Findings

Describe the major control strengths noted:

Describe the major control weaknesses noted:

15. The auditor's understanding of computer controls, and the results of the tests of controls should be
considered in the auditor's assessment of control risk for all financial statement assertions that are
affected by computer processing.
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MICROCOMPUTER QUESTIONNAIRE (Continued)

Note:

Computer processing controls usually have an impact on the existence, completeness, and dollar value
of related transactions and balances. For example, if the client has good internal controls over
processing of sales and cash receipts, the auditor may reduce the extent of the tests of existence,
completeness and gross dollar value of accounts receivable (e.g., the number of confirmations mailed
may be reduced).

Prepared or updated by:
Client
In-Charge

Reviewed by:
Engagement Partner
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15.300 USING THE SERVICE ORGANIZATION QUESTIONNAIRES
Processing of Transactions by Service Organizations
15.301 SAS No. 70, Reports on the Processing of Transactions by Service Organizations, provides
guidance to the auditor when his or her client uses a service organization to process a significant
application. The Statement also provides guidance for auditors who issue reports on the processing of
transactions by service organizations for use by other auditors, but for purposes of this discussion, we will
focus on the guidance for auditors whose clients use the service organization.

15.302 When auditing a client that uses a service organization, the auditor should consider the significance
that the service organization's policies, procedures, and records have on the client's financial statements.
Factors the auditor considers include:

• The financial statement assertions affected by the service organization's processing,
• The nature of the services provided by the service organization,

• The client's internal control policies and procedures that are applied to the transactions
processed by the service organization and the availability of auditable data in the client's
possession,
• The terms of the contract between the client and the service organization, and

• The service organization's capabilities, including its —
— Record of performance

— Insurance coverage

— Financial stability.
15.303 In many situations the client will have adequate controls over the data processed by the service
organization. In these circumstances, there is no need to obtain an understanding of the controls at the
service organization. As an example, a client that uses a service bureau to process payroll will usually
have adequate controls to provide reasonable assurance that the service bureau is processing the payroll
transactions accurately. These controls might consist of a review and testing of the payroll records that
are received from the bureau.
15.304 An understanding of the controls at the service organization is generally needed only when the
service organization both authorizes and processes transactions. An example of this organization would
be a trust (e.g., a pension trust), in which the servicing financial institution makes investment decisions and
maintains records of the transactions.
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15.305 When the auditor decides that an understanding of the service organization’s controls is necessary,
this understanding may be obtained by:

• Reviewing manual or system documentation held by the client that describes the service
organization's controls over the client's transactions, or
• Obtaining a report from a service auditor who performed procedures at the service
organization for the benefit of multiple users.
15.306 In rare circumstances, the auditor may decide that it is necessary to perform procedures at the
service organization to gain the required understanding of internal control.

15.307 If the auditor decides that an understanding of the controls at the service organization is necessary
and a report by the service auditor is not available, he or she may complete the Service Organization
Application Controls Documentation Form, shown in section 15.312.

15.308 If a service auditor report is available, it will be of one of the following two types:

• a report on policies and procedures placed in operation, or
• a report on policies and procedures placed in operation and tests of operating effectiveness.
15.309 Report on Policies and Procedures Placed in Operation. This report addresses the policies and
procedures that the service organization has put into effect in the processing of the client's transactions.
More specifically, it addresses (1) whether the policies and procedures were suitably designed to achieve
specified control objectives, and (2) whether they have been placed in operation as of a specified date.
This type of report is useful for obtaining an understanding of the controls at the service organization, but
it does not provide evidence to reduce the assessed level of control risk. (Note: The System's WalkThrough Approach does not allow for a control risk assessment at a moderate or low level.)
15.310 Report on Policies and Procedures Placed in Operation and Tests of Operating Effectiveness.
In addition to describing the service organization's controls over the client's transactions, this report
addresses the effectiveness of the related controls during the period specified. Therefore, this type of report
provides evidence that may allow the user auditor to reduce the assessed level of control risk.

15.311 Evaluating the Service Auditor Report. The Service Auditor Evaluation Form, shown in section
15.313, may be used to evaluate a service auditor report.

15.305
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15.312

Service Organization Application
Controls Questionnaire
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This form should be used when (1) the service organization both authorizes and maintains records of
significant transactions, and (2) there is no service auditor's report available. The information should be
used to evaluate the need to visit the service center to perform a detailed evaluation of the center's internal
controls, to document information obtained during the visit and to identify any material weaknesses for
follow-up.
This form should be completed by the in-charge, or computer specialist and reviewed by the engagement
partner.
Any weaknesses or strengths noted should be evaluated by the auditor in assessing control risk.

Section 1 — General Information

Name of service center: ________________________________________________________________

Address: _____________________________________________________________________________

Name of individual(s) in client's organization responsible for service center application:

Is there a formal agreement?If so, obtain copy.
Is there insurance protection for the following:

1.

8/95

Program or software destruction?
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

2. Loss of data?

3. Business interruption?
4. Errors and omissions?

Application Narrative: (describe in non-technical terms what the application does)

Describe how critical this application is to the client. Discuss the impact on the client of not having this
application operational. ________________________________________________________________

Section 2 — Technology Employed by the Application
Computer Hardware

Provide a general description of the service organization's hardware that is used to process client
transactions: __________________________________________________________________________

Systems and Application Software

Provide a general description of the service organization's systems and application software that is used
to process client transactions: ------------------------------------------------------------------------------------------

15.312
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)
Section 3 — Transaction Entry

Describe the nature of the transaction including:

Significant Source Documents and Contents ________________________________________________

Input Screens _________________________________________________________________________

Retention Policy ______________________________________________________________________

Who is responsible for reviewing the completeness and accuracy of the input?

8/95
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Describe any forms, logs, reconciliations, etc. used to control input.

Form

Description

Describe the controls established to insure that all transactions are processed and that the same data is not
processed more than once.

Describe how information is submitted to the service organization.

Section 4 —Report, Query, and Other Output Received From the Service Organization

Describe the nature of computer output including:
Printed Documents

15.312
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Listings, journals, subsidiary ledgers, ledgers, summaries, etc.

Describe any tests made by service organization personnel to verify the completeness and the accuracy of
the information processed.

Describe any tests made by user accounting or other user personnel to verify the completeness and the
accuracy of the information processed.

Describe the procedures for error correction and reprocessing.
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)
Section 5 — Information Retained by the Service Organization
Describe significant documents, transaction files, master tables/files, etc. retained by the service
organization and the security and retention procedures employed.

Section 6 — Custody of Assets and Authorization of Transactions by the Service Organization

Describe the nature of service organization personnel's access to client assets and ability to authorize
transactions.

Section 7 — Security

Describe the segregation of duties related to the processing of the client's transactions.

15.312
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)
Describe how the following security features of the operating system and/or network operating system are
implemented for this application.

User numbers and password protection

Describe any other security features.

Section 8 — Summary of Findings

Describe the major control strengths noted.

8/95

15.312

15-20

SMALL BUSINESS AUDIT MANUAL

SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)
Describe the major control weaknesses noted.

Note:

Additional tests should be performed only if the auditor plans to rely on the controls of the service
organization in assessing control risk for the client. For the System's Walk-Through Approach, no
additional tests should be performed.

Describe the effect of your understanding and the tests of controls performed on your assessment of control
risk for the related financial statement assertions.

19____

15.312

Prepared or updated by:
In-Charge

--------------

Reviewed by:
Engagement Partner

--------------
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19

19

19____
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♦ ------------------------------------------------------------------------------------------------------------------15.313

Service Auditor Report
Evaluation Form
Client:___________________________________________________________________________

Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This form should be used when (1) the service organization both authorizes and maintains records of
significant transactions, and (2) there is a service auditor's report available.
This form should be completed by the in-charge or computer specialist and reviewed by the engagement
partner.

Include a copy of the service auditor's report in the workpapers.

Section 1 — General Information

Name of service center: ________________________________________________________________

Address: _____________________________________________________________________________

Name of individual(s) in client's organization responsible for service center application:

Is there a formal agreement?If so, obtain copy.
Is there insurance protection for the following:

1.

Program or software destruction?

2. Loss of data?
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SERVICE AUDITOR REPORT EVALUATION FORM (Continued)

3.

Business interruption?

4. Errors and omissions?

Application Narrative: (describe in non-technical terms what the application does)

Describe how critical this application is to the client. Discuss the impact on the client of not having this
application operational: ________________________________________________________________

Section 2 — Service Auditor
Name of the service auditor: ____________________________________________________________

Does the Service Auditor have a good reputation?
Section 3 — The Service Auditor's Report

15.313

A.

Describe the type of report issued by the service auditor.

B.

Describe the major control strengths in the service organization's processing.

C.

Describe the major control weaknesses in the service organization's processing.
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SERVICE AUDITOR REPORT EVALUATION FORM (Continued)

Note:

Section 3, item D. and Section 5 should be completed only if the auditor plans to rely on the controls
of the service organization in assessing control risk for the client. These items should not be completed
for the System's Walk-Through Approach.

D.

If the service auditor performed tests of the operating effectiveness of controls, identify those tests that
will be relied upon in assessing control risk for the client.

Section 4 — Client Involvement
A.

Describe any control procedures performed by client personnel to test the accuracy of service
organization processing.

Section 5 — Summary of Findings:
Describe the effect of your understanding and the tests of controls performed on your assessment of control
risk for the related financial statement assertions:

Prepared or updated by:
In-Charge

Reviewed by:
Engagement Partner
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CHAPTER 16

MANAGEMENT MEETING CHECKLIST
16.000 PURPOSE
16.001 The Management Meeting Checklist (section 16.300) is designed to help engagement personnel
identify reportable conditions and operational needs on small business audits. Other reportable conditions
resulting from the evaluation of the internal control structure should be recorded on the Summary of
Matters for Communication (section 16.400). The checklist is a source of meaningful suggestions that can
be presented to clients which can become the source of additional services for a firm. The checklist is
oriented towards making suggestions informally at a client meeting as opposed to the traditional formal
presentation of a letter. It may, however, also be used to generate suggestions for presentation in a written
letter, such as the sample communication of internal control matters illustrated in section 16.500.

16.100 AUTHORITATIVE PRONOUNCEMENTS

16.101 AICPA Statement on Auditing Standards (SAS) No. 60, The Communication of Internal Control
Structure Related Matters Noted in an Audit (AU 325), requires either oral or written communication of
reportable conditions discovered in audit engagements. It is generally advisable to communicate these
matters in writing; however, if they are communicated orally, the communication must be documented in
the working papers.

16.102 Continued good client service will also require extending the audit work beyond the professional
standards for the level of service performed. Suggestions for improving the client's accounting and
operational methods can make significant contributions to helping the client accomplish its operational
objectives. Such suggestions can also help generate additional services. The Management Meeting
Checklist will help organize and collect information to satisfy professional standards and benefit the client
and the firm.

16.200 USING THE MANAGEMENT MEETING CHECKLIST

16.201 The checklist should be completed by the in-charge at the conclusion of the engagement. It should
be reviewed by the engagement partner prior to presenting either a written communication or suggestions
at a meeting with client management personnel. The engagement partner should prepare a memorandum
for the file documenting any unwritten responses to the written communication, or the results of the
management meeting.
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16.300

Management Meeting Checklist
Client:
Financial Statement Date:

INSTRUCTIONS:

This checklist should be completed by the in-charge and reviewed by the engagement partner. The
"Reference" column should be used for comments or cross-referencing to applicable working papers. The
"Meeting" column should be checked for items that should be considered for the current management
meeting. The possible suggestions should be explained on a supporting working paper. If an item is not
applicable, enter N/A in the "Yes" column.

Yes
I.

No

Meeting

Reference

Organization

A. Does the company's legal form of organi
zation benefit the business?

B. Is the company's fiscal year its natural
business year?
II. Planning and Controlling Operations

A. Are formal operations forecasts and budgets
prepared for the next year?
B. Are longer range forecasts also made?
C. Are budgets used effectively to control
operations?

D. Are monthly or quarterly budget variances
analyzed, and is corrective action taken?
E. Have the results of our analytical procedures
been communicated to management?
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MANAGEMENT MEETING CHECKLIST
(Continued)
Yes

No

Meeting

Reference

F. Does management have current knowledge of
new technology, products, by-products, and
services?

III.

Accounting Records, Systems, and Financial
Reports

A. Does the client have a formalized descriptive
chart of accounts?
B. Are the categories in the chart of accounts
meaningful for management purposes?
C. Does the client have a standard entry journal
for monthly recurring entries (a journal in
which the account titles, etc., are repeated
each month)?

_________

D. If the general ledger has a separate page or
card for each account, could related accounts
be grouped on one page by use of columns,
thereby reducing the posting of references,
dates, etc.?
E. Is the general ledger (chart of accounts)
arranged to simplify preparation of monthly
statements?

------

---------------

---------------

F. Are the analyses and reclassifications for
monthly reports, and for other reports, the
minimum number possible (should a better
account classification be considered)?

-------

----------------

----------------

G. Does the client get monthly financial
statements?

------

---------------

--------------

H. Does management understand the monthly
statements?

-------

----------------

----------------

I.

16.300

Are the statements getting to management in
a reasonable amount of time?
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MANAGEMENT MEETING CHECKLIST
(Continued)

Yes
J.

No

Meeting

Reference

Does the client's staff have the capability to
prepare financial statements?

K. Are monthly financial statements prepared by
client personnel?
L. Do monthly reports contain all ratios, statis
tics, and other information that would be
useful to management?

M. Are the client's statements classified to
facilitate industry comparison?
N. Does the company use an appropriate ac
counting system?
O. Is the cost accounting system tied into the
general ledger?
P.

Are cost accounting standards and rates
reviewed and revised periodically?

Q. Is data-processing equipment being used
where feasible?
IV.

Personnel

A. Are there formal hiring and firing policies?
B. Are hirings and firings documented in accor
dance with the policies?
C. Are personnel policies regarding holidays,
vacation, and fringe benefits documented and
communicated to employees?

D. Are wages and salaries competitive?
E. Is overtime controlled by management?
F. Are there employee benefits (such as medical,
pension, and profit-sharing) plans?
8/95
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MANAGEMENT MEETING CHECKLIST
(Continued)

Yes
V.

No

Meeting

Reference

Administration

A. Are office records and
procedures adequate?

record-keeping

B. Are all records, forms, and form copies
necessary?
C. Are forms and records designed for overall
efficiency?
D. Is the physical control over records adequate?

E. Is the filing system adequate?

VI.

Cash Management
A. Does management get a daily cash balance
report?

B. Are formal cash projections prepared and
coordinated with forecasts and budgets?
C. Is the client receiving maximum cash dis
counts?

D. Is cash managed effectively by taking cash
discounts, reducing bank loans, or using cash
for investments?
E. Are the number, type, and location of bank
accounts appropriate?

F. Are receipts deposited promptly?
G. Are the client's financing methods the most
economical in the circumstances?

VII. Sales and Accounts Receivable
A. Are product pricing decisions based on sound
information and judgments?

16.300
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MANAGEMENT MEETING CHECKLIST
(Continued)

Yes

No

Meeting

Reference

B. Are credit and collection policies adequate?
C. Are customers sent timely monthly state
ments?

D. Would an invoice billing system or monthly
statements be more effective?
E. Does management receive a monthly aged
trial balance of accounts receivable?

F. Are the accounts receivable record-keeping
system and equipment efficient?
VIII.

Purchasing and Inventories

A. Is management of inventory quantities
adequate; that is, are optimum quantities
maintained?
B. Are physical controls of inventory adequate?
C. Is slow-moving or obsolete inventory iden
tified and controlled?

D. Are the costs of services and supplies
evaluated regularly and approved by
management?
E. Are purchase requisitions and purchase orders
used effectively?
IX.

Property and Equipment

A. Are capital expenditures budgeted and are
purchase alternatives properly evaluated?
B. Are physical controls over fixed assets
adequate?
C. Are fixed asset records adequate?
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MANAGEMENT MEETING CHECKLIST
(Continued)

No

Yes

D. Is a periodic fixed asset inventory taken and
compared with fixed asset records?

____

E. Is equipment kept in good repair through
regular maintenance?

------

F. Is all equipment effectively utilized?

----------------

Reference

----------------

____

G. Are depreciation and capitalization policies
reasonable?
------

------

H. Are facilities and equipment adequate to meet
production demands?
_

___

---------------

---------------

------

---------------

--------------

A. Is trade credit being used as a source of
financing, if appropriate?

------

---------------

--------------

B. Is long-term financing appropriate (should
refinancing be considered)?

------

---------------

--------------

C. Are payroll, payroll tax, and employees'
earnings records adequate and efficiently
prepared?
------

------

---------------

--------------

D. Is the accounts payable record-keeping system
adequate and efficient?

------

---------------

--------------

A. Does the company use an insurance manager
outside the company?
------

------

---------------

--------------

B. Is an annual review of insurance coverage
made and is the coverage adequate?

------

---------------

--------------

I.

X.

Meeting

Are long-lived assets, certain identifiable
intangibles, and goodwill related to those
assets reviewed for impairment in accordance
with SFAS No. 21?

_

Accounts Payable and Other Liabilities

XI. Insurance

16.300
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MANAGEMENT MEETING CHECKLIST
(Continued)

Yes

No

Meeting

Reference

C. Does insurance coverage include product or
service liability and business interruption
insurance?

D. Is key-person life insurance coverage carried?
XII. General
A. Does the company consider leasing as a
source of financing?
B. Does the company retain legal counsel with
specialties matching the company's needs?

Date:___ ____________________

Prepared by:

Date:____

Reviewed by:

________

(Engagement Partner)
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:

(In charge)

b y : _____________________________ __ ___________________

Reviewed by __________________ _________________________________
(Engagement Partner)

Prepared

Documentation

Audit Areas
Affected by
Condition

Date: _

Date: _

Situation

Financial Statem ent D a te : _______________________________________

C lie n t: ________ __________________________________________________

Summary of Matters For Communication___________________

16.400_______________________________________________________________

Problem

Recommendation
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16.500

SAMPLE COMMUNICATION OF INTERNAL
CONTROL MATTERS
(CPA Firm Letterhead)
[Date of Auditor's Report
on Financial Statements]

To the Board of Directors
ABC Corporation
123 Fourth Street
Anytown, USA 56789

In planning and performing our audit of the financial statements of ABC Corporation for the year ended
December 31, 19X, we considered its internal control structure in order to determine our auditing
procedures for the purpose of expressing our opinion on the financial statements and not to provide
assurance on the internal control structure. However, we noted certain matters involving the internal
control structure and its operation that we consider to be reportable conditions under standards established
by the American Institute of Certified Public Accountants. Reportable conditions involve matters coming
to our attention relating to significant deficiencies in the design or operation of the internal control structure
that, in our judgment, could adversely affect the Company's ability to record, process, summarize, and
report financial data consistent with the assertions of management in the financial statements.

Shareholder Notes
Not all of the notes supporting the loans from the shareholders to the Company reflect the current
outstanding balances and the current interest rates being paid.

In the event of an audit, the Internal Revenue Service could either (1) impute interest, which would
be taxable income to the shareholder, if the notes state a higher interest rate than what is currently
paid, or (2) reclassify the loans as contributed capital and, thus, payments would be considered
taxable income to the shareholder.
We recommend that the notes between the shareholders and the Company be updated to reflect
amounts presently due the shareholders and the current interest rate being paid. These notes should
be revised any time there is a change in the loan balance or interest rate.

Capitalization Policy

A $250 minimum capitalization policy was adopted for 19X.
As a result, low dollar value assets are being capitalized, and additional time and effort are needed
to maintain and compute depreciation on these numerous small items that are capitalized. Further,
this capitalization policy could result in an increase in your personal property tax assessment.
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SAMPLE COMMUNICATION OF INTERNAL
CONTROL MATTERS
(Continued)
We recommended, and management decided to implement, a $500 minimum capitalization policy.
This increase will accelerate your tax deductions, decrease your personal property tax liability, and
reduce the time spent on accounting for fixed assets.

Debt Restructuring
The new computer system is being financed over five years, at an annual interest rate of 11% through
Pocket-Byte Company.
The interest rate the Company is paying is in excess of current lending rates.

We recommend that the Company consider refinancing the computer system to take advantage of the
current interest rates. Refinancing at 8½% could save the Company approximately $18,000 in
interest over the next four years. Additionally, the monthly payment would be decreased by
approximately $300.
We further recommend that all financing agreements involving balances over $20,000 be reviewed
at least annually, by your staff or our firm, for possible refinancing at more favorable terms.

Vendors' Debit Balances
In the December 31, 19X accounts payable listing, there were numerous vendor amounts that had
debit balances.

As a result, the Company has refunds and/or credits receivable from vendors of approximately
$13,000.

We recommend that the Company adopt a policy of reviewing accounts payable on a timely basis for
vendors with debit balances, and either requesting a refund or using these vendors until the debit
balances are absorbed.
[If none of the reportable conditions noted above is deemed to be a material weakness, the following two
paragraphs may be inserted:

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control structure elements does not reduce to a relatively low level the risk that errors or
irregularities in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of performing their
assigned functions.

16.500
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SAMPLE COMMUNICATION OF INTERNAL
CONTROL MATTERS
(Continued)

Our consideration of the internal control structure would not necessarily disclose all matters in the internal
control structure that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses as defined above. However, none
of the reportable conditions described above is believed to be a material weakness.]
This report is intended solely for the information and use of the board of directors [and/or audit committee,
or owners in owner-managed enterprises], management, and others within the Company [and/or other
specified third party.]

[Firm signature]
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CHAPTER 17

BUDGETING AND TIME CONTROL DOCUMENTS
17.000 PURPOSE
17.0 01 Supervising personnel on an engagement is an ongoing process. However, at the initial planning
stage of the engagement, supervision of personnel requires developing realistic estimates of the time that
will be needed to perform and review the staff’s work. Use of budgeting and time control documents
facilitates effective engagement supervision and management.

17.0 02 The budgeting and time control documents in this chapter have been designed for use in all audit
engagements in excess of 40 hours. Used consistently, they will make staff more conscious of the efficient
use of time, cause staff to become more creative in performing engagements, create opportunities for
communicating problems to engagement personnel, and contribute to increased engagement and firm
profitability.

17.100 AUTHORITATIVE PRONOUNCEMENTS

17.101 Although not required by professional standards, budget and time control analysis can enable a
firm to achieve engagement profitability. Staff time should be recorded weekly on the Time
Accumulation Sheet (section 17.400), with total engagement time summarized on the Time Summary
Form (section 17.300) and compared to budget. Additional time spent on certain audit areas can then
be reviewed to plan a more effective budget for future engagements.

17.200 USING THE BUDGETING AND TIME CONTROL DOCUMENTS

17.201 For budgets to benefit the firm and engagement personnel, they must first be realistically
prepared. Budgets must be based on engagement circumstances, not on fees.

17.202 All time spent on engagements must be charged to the client and entered on the Time Accumula
tion Sheet. The procedures to be followed to complete the Time Accumulation Sheet are as follows:
(1)

8/95

The amount in the Budget column should be obtained from the Time Summary Form.
The Actual Hours and Date columns should be completed on a daily basis and subtotaled
weekly. For engagements in excess of three weeks, additional Time Accumulation Sheets
should be completed.

17.202
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(2)

At the conclusion of the engagement, the amounts in the Total column should be posted
to the Time Summary Form and reconciled to the firm’s billing records.

17.203 The Time Summary Form should be completed as follows:

(1)

The Budgeted Hours section of the Form should be prepared by the in-charge and
approved by the engagement partner during the planning stage of the engagement. The
amounts in the Total column should be posted to the Time Accumulation Sheet.

(2)

The Actual Hours section of the Form should be completed and the variances calculated
at the conclusion of the engagement. Any significant variances should be analyzed and
explained.

17.204 For engagements extending beyond one week of field work, the time should be accumulated and
recorded on the Time Accumulation Summary.

17.205 The in-charge is responsible for the final time summarization, its reconciliation to client time
charges in the firm’s billing records, and its final comparison to budget. Reasons for budget overruns
should be documented. Suggestions for next year’s possible time savings should also be included. These
documents should be discussed with the engagement partner prior to preparing the final client billing.
Finally, a tentative budget should be prepared for next year’s engagement.
17.206 If the staff becomes aware of ways to reduce audit time in the future, the suggestions should be
noted on the Summary of Time Savings for Next Year form found in section 17.500.

17.203
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TOTAL

Planning & administration
Internal control structure
Cash
Investments
Receivables
Inventories
Other assets
Property & equipment
Notes & loans payable
Payables & accruals
Income taxes
Other liabilities
Equity
Revenues
Expenses
Commitments, contingencies,
& subsequent events
Related parties
Trial balance & adjustments
Supervision & review
Management letter
Report preparation

Financial Statement Date: __

Client:____

Time Summary Form

17.300

Budgeted Hours
Actual Hours
--------------------------------------------------------------- --------------------------------------------------- ----------Asst.
I/C
Mngr.
Ptnr.
Total
Assist.
I/C
Mngr.
Ptnr.
Total

Actual
Hours
Over
(Under)

___________ ____________________________________

17-5
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_

TOTAL

Planning & administration
Internal control structure
Cash
Investments
Receivables
Inventories
Other assets
Property & equipment
Notes & loans payable
Payables & accruals
Income taxes
Other liabilities
Equity
Revenues
Expenses
Commitments, contingencies,
& subsequent events
Related parties
Trial balance & adjustments
Supervision & review
Management letter
Report preparation

WORK AREAS___________

Financial Statement Date:

C lie n t :

Budget

Time Accumulation Sheet

17.400

___________________________________ ACTUAL HOURS AND DATE___________________________________

Total

_________________________________________________________________________

__________________________________________________________________________________________________________
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17.500

Summary of Time Savings for Next Year
Client:____________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:
This form should be completed by any member of the engagement team who has a time saving
suggestion, and reviewed by the in-charge and the engagement executive. The suggestion should indicate
the engagement area, the procedure currently performed, and how that procedure can be improved.

SAVINGS SUGGESTIONS

Prepared by: Date:
Staff Member

Reviewed by: Date:
In-charge
Reviewed by: Date.

Engagement Partner

8/95
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Working Papers
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CHAPTER 18
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CHAPTER 18

WORKING PAPERS AND CORRESPONDENCE
18.000

PURPOSE

18.001 Illustrative working papers and correspondence have been included to facilitate documentation
of evidence collected for small business audit engagements.

18.100

AUTHORITATIVE PRONOUNCEMENTS

18.101 AICPA Statement on Auditing Standards (SAS) No. 41, Working Papers (AU 339), requires
auditors to prepare and maintain working papers designed for the specific circumstances of each
engagement. The working papers constitute the principal record of the work performed and the conclusions
reached.

18.102 SAS No. 67, The Confirmation Process (AU 330), details the procedures auditors should follow
when using third-party confirmations in their audits of client financial statements. This Statement discusses
issues such as considering the relationship of confirmation procedures to the assessment of audit risk,
designing appropriate confirmation requests, performing alternative procedures for nonresponses, and
evaluating the results of the confirmation procedures. It also provides specific guidance for confirming
accounts receivable.

18.200

WORKING PAPERS

18.201 The following working paper files, or their equivalent, should be maintained as applicable to each
engagement's circumstances.
Planning and Supervision File

18.202 This list includes documentation that normally will be included in the Planning and Supervision
File for small business audit engagements.
1. Client Acceptance and Continuance Form (Chapter 3, section 3.400)
2. Engagement Letter (Chapter 4, section 4.300)

3. Materiality Computation Form (Chapter 7, section 7.300)

8/95
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4. Audit Planning Memorandum (Chapter 7, section 7.603)

5. Client Representation Letter (Chapter 12, section 12.300)
6. Engagement Performance Review Checklist (Chapter 13, section 13.411)

7. Microcomputer Questionnaire (Chapter 15, section 15.206)
8. Service Organization Application Controls Questionnaire (Chapter 15, section 15.312)
9. Service Auditor Report Evaluation Form (Chapter 15, section 15.313)
10. Budgeting and Time Control Documents (Chapter 17, sections 17.300, 17.400, and 17.500)
Current File

18.203 In addition to a working trial balance, or a summary trial balance, lead schedules, and any outside
correspondence, the current engagement working paper file should contain at least the following:
• Small Business System's Walk-Through Documentation Form (Chapter 5, section 5.600)
• Sampling Decision Working Paper (Chapter 7, section 7.525)
• Small Business Analytical Procedures Program (Chapter 8, section 8.300)

• Small Business Tests of Balances Audit Program (Chapter 9, section 9.200)
• Summary of Possible Journal Entries Form (Chapter 10, section 10.500)
• Consultation Form (Chapter 11, section 11.300)
• Small Business Audit Reporting and Disclosure Checklist (Chapter 14, section 14.300)

• Management Meeting Checklist (Chapter 16, section 16.300)
Permanent File

18.204 A permanent file should contain information of continuing engagement significance. It may
include, among other things:

A. Documents
1.
2.
3.
4.
5.
6.
7.
8.
18.203

Articles of incorporation
Corporate bylaws
Sales contracts
Patent agreements
Purchase contracts
Bonus, profit-sharing plans, and employment agreements
Partnership agreements
Labor agreements
8/95
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9.
10.
11.
12.
13.
14.
15.
16.
17.

18-5

Long-term debt agreements
Sample bond certificates
Lease agreements
Stock warrants
Stock option and incentive plans
Stock repurchase agreements
Operating or management agreements
Regulatory commission orders
Revenue agent reports

B. Continuing analyses

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

Listing of depositories
Inventories by product line
LIFO data
Long-term investments
Depreciation schedules (book and tax)
Amortization schedules
Features of long-term debt
Tests of compliance with debt covenants
Summary of lease commitments
Analyses of stockholders' equity and retained earnings accounts
Descriptions and analyses of capital stock
Summary of capital stock reserved
Schedule of stock options
List of principal shareholders and their holdings
Record of capital stock book examination

C. Accounting policies

1.
2.
3.
4.
5.
6.
7.

Memoranda relating to important or continuing accounting problems
Memoranda detailing firm positions on significant accounting treatments expressed to the client
Client studies concerning efficiency, procedures, etc.
Organization data
Accounting or procedures manuals
Chart of accounts
Superseded internal control or accounting system documentation

18.205 The permanent file may be indexed by using the outline designations above preceded by PF, for
example, PFB5 or PFC4.
Indexing Working Papers

18.206 A working trial balance, or a summary trial balance and lead schedules, should be
cross-referenced to all working papers. The lead schedule method will normally be used for larger or more
complex engagements.

8/95
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18.207 Working papers will normally be indexed on the lower right-hand corner in red pencil. Following
is an illustrative indexing system:
Assets

A
B
C
D
E
F
K
O

Cash
Accounts and notes receivable
Inventories
Prepaid expenses
Securities and investments
Other assets
Fixed assets and accumulated depreciation
Intercompany accounts

Liabilities
AA
BB
CC
DD
GG
RR
SS

Notes payable and long-term debt
Accounts payable
Accrued expenses and other current liabilities
Income taxes
Commitments and contingencies
Other noncurrent liabilities
Equity

Operations
SWT
AP
TOB
10
20
30
40
50
60
70

Small Business System's Walk-Through Documentation Form
Small Business Analytical Procedures Program
Small Business Tests of Balances Audit Program
Sales
Costs of sales
Selling expenses
General and administrative expenses
Other income
Other expenses
Other

Permanent File
PF

18.207

Continuing Analyses
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ILLUSTRATIVE CORRESPONDENCE

18.301 The accompanying illustrative correspondence should be used as guides and modified for specific
engagement circumstances. Confirmation requests should, wherever possible, be typed on the client's
letterhead. All confirmations should be mailed by the auditor. All replies should be returned directly to the
auditor in enclosed, prestamped, pre-addressed envelopes. Copies of all correspondence should be retained
for future reference and/or mailing second requests.

• Request for Bank Cutoff Statements (section 18.302)
• Standard Form to Confirm Account Balance Information With Financial Institutions (section
18.303)
• Confirmation of Contingent Liabilities to Financial Institution (section 18.304)

• Confirmation of Lines of Credit (section 18.305)

• Confirmation of Compensating Balances (section 18.306)
• Accounts Receivable Confirmation — Positive Request (section 18.307)

• Accounts Receivable Confirmation — Negative Request (section 18.308)
• Notes Receivable Confirmation (section 18.309)
• Consigned Inventory Confirmation (section 18.310)

• Securities Confirmation (section 18.311)
• Broker Account Confirmation (section 18.312)
• Safe Deposit Box Access Confirmation (section 18.313)

• Deposit Receivable Confirmation (section 18.314)

• Standard Confirmation Inquiry for Life Insurance Policies (section 18.315)
• Insurance in Force Confirmation (section 18.316)
• Notes Payable or Long-Term Debt Confirmation (section 18.317)
• Accounts Payable Confirmation (section 18.318)
• Customer Deposit Payable Confirmation (section 18.319)
• Related-Party Confirmation, Questionnaire, and Definitions (section 18.320)

• Letter to Predecessor Accountants Prior to Submitting Proposal for Engagement (section
18.321)

• Representation Letter to Other Accountants (section 18.322)
• Lawyer's Letter (section 18.323)
• Pension Plan Actuarial Information Confirmation (section 18.324)

• Trusteed Employee Benefit Fund Confirmation (section 18.325)
• Illustrative Letter to Actuary Requesting Employer's Benefit Cost Information (section
18.326)

8/95
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18.302

REQUEST FOR BANK CUTOFF STATEMENTS
[Client's Letterhead]

[Date]

In connection with an audit of the financial statements of[name of client] as of
____________ [balance-sheet date] and for the[period] then ended, we request that you
send the following information directly to our auditors,[name and address of auditors], as
of the close of business[balance-sheet date]:
1.

The information requested on the enclosed standard form(s) to confirm account balance information
with your financial institution.

2.

For the account number(s) listed below, statement(s) of our account(s) and the related paid checks for
the period from[balance-sheet date] to[2 weeks subsequent to the
balance-sheet date] inclusive.

Account Number

Account Name

Very truly yours,

[Client's Authorized Signature]
Notes to User:

(1) The request should be sent at least ten days before the balance-sheet date so the bank will be able to
provide the information requested and to render the cutoff statements as requested. If the request does
not reach the bank before the cutoff date, the cutoff statement will include transactions after that date.
(2) The letter may also include requests for—
• Confirmation of all securities or other items held for the client's account as of the closing date for
collection or safekeeping, or as agent or trustee (a listing should be provided including titles and
account numbers).
• Confirmation of the list of authorized signers for the above accounts. (This may have been
previously requested at a preliminary date in connection with the assessment of control risk.)

(3) This letter should be addressed to a financial institution official who is responsible for the financial
institution's relationship with the client or is knowledgeable about the transactions or arrangements.
Some financial institutions centralize this function by assigning responsibility for responding to
confirmation requests to a separate function. Independent auditors should ascertain the appropriate
recipient.
18.302
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STANDARD FORM TO CONFIRM ACCOUNT
BALANCE INFORMATION WITH FINANCIAL INSTITUTIONS

18.303
ORIGINAL

To be mailed to accountant

CUSTOMER NAME
We have provided to our accountants the following information as of
the close of business on____________________________ , 19____ ,
regarding our deposit and loan balances. Please confirm the accuracy
of the information, noting any exceptions to the information provided.
If the balances have been left blank, please complete this form by
furnishing the balance in the appropriate space below.* Although we
do not request nor expect you to conduct a comprehensive, detailed
search of your records, if during the process of completing this con
firmation additional information about other deposit and loan accounts
we may have with you comes to your attention, please include such
information below. Please use the enclosed envelope to return the
form directly to our accountants.

Financial
Institution's

Name and

Address

At the close of business on the date listed above, our records indicated the following deposit balance(s):

1.

ACCOUNT NAME

ACCOUNT NO.

INTEREST RATE

*
BALANCE

We were directly liable to the financial institution for loans at the close of business on the date listed above as follows:

2.

ACCOUNT NO./
DESCRIPTION

*
BALANCE

DATE DUE

INTEREST RATE

DATE THROUGH WHICH
INTEREST IS PAID

(Customer’s Authorized Signature)

DESCRIPTION OF COLLATERAL

(Date)

The information presented above by the customer is in agreement with our records. Although we have not conducted a
comprehensive, detailed search of our records, no other deposit or loan accounts have come to our attention except as noted below.

(Financial Institution Authorized Signature)
(Date)

----------------

(Title)
EXCEPTIONS AND/OR COMMENTS

Please return this form directly to our accountants:

* Ordinarily, balances are intentionally left blank if they are not
available at the time the form is prepared.
Approved 1990 by American Bankers Association, American Institute of Certified Public Accountants, and Bank Administration
Institute. Additional forms available from: AICPA - Order Department, P.O. Box 1003, NY, NY 10108-1003
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18.304

CONFIRMATION OF CONTINGENT LIABILITIES
TO FINANCIAL INSTITUTION
[Client's Letterhead]

[Date]
1

In connection with an audit of the financial statements of[name of client] as of___
[balance-sheet date] and for the[period] then ended, we have advised our independent
auditors of the information listed below, which we believe is a complete and accurate description of our
contingent liabilities, including oral and written guarantees, with your financial institution. Although we
do not request nor expect you to conduct a comprehensive, detailed search of your records, if during the
process of completing this confirmation additional information about other contingent liabilities, including
oral and written guarantees, between[name of client] and your financial institution comes
to your attention, please include such information below.

Name of Maker

Interest Rate

Date of Note

Due Date

Current Balance

Date Through
Which Interest
Is Paid

Description
of
Collateral

Description
of Purpose
of Note

Information related to oral and written guarantees is as follows:

This letter should be addressed to a financial institution official who is responsible for the financial
institution's relationship with the client or is knowledgeable about the transactions or arrangements.
Some financial institutions centralize this function by assigning responsibility for responding to
confirmation requests to a separate function. Independent auditors should ascertain the appropriate
recipient.

18.304
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CONFIRMATION OF CONTINGENT LIABILITIES
TO FINANCIAL INSTITUTION
(Continued)

Please confirm whether the information about contingent liabilities presented above is correct by signing
below and returning this directly to our independent auditors[name and address of auditors].
Very truly yours,

[Client's Authorized Signature]

Dear CPA Firm:
The above information listing contingent liabilities, including oral and written guarantees, agrees with the
records of this financial institution.2 Although we have not conducted a comprehensive, detailed search
of our records, no information about other contingent liabilities, including oral and written guarantees,
came to our attention. [Note exceptions below or in an attached letter.]

(Name of Financial Institution)

(Officer and Title)

By:---------------(Date)

If applicable, comments similar to the following may be added to the confirmation reply by the
financial institution: "This confirmation does not relate to arrangements, if any, with other branches
or affiliates of this financial institution." Information should be sought separately from such branches
or affiliates with which any such arrangements might exist.
8/95
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18.305

CONFIRMATION OF LINES OF CREDIT
[Client's Letterhead]
[Date]

In connection with an audit of the financial statements of [name of client] as of
[balance-sheet date] and for the[period] then ended, we have advised our
independent auditors of the information listed below, which we believe is a complete and accurate
description of our line of credit from your financial institution as of the close of business on
[balance-sheet date]. Although we do not request nor expect you to conduct a comprehensive, detailed
search of your records, if during the process of completing this confirmation additional information about
other lines of credit from your financial institution comes to your attention, please include such information
below.
The Company has available at the financial institution a line of credit totaling $. The current
terms of the line of credit are contained in the letter dated. The related debt outstanding
at the close of business on[balance-sheet date] was $.

The amount of the unused line of credit, subject to the terms of the related letter, at
[balance-sheet date] was $.
Interest rate at the close of business on[balance-sheet date] was

percent.

Compensating balance arrangements are:___________________________________________________

This line of credit supports commercial paper (or other borrowing arrangements) as described below:

1 This letter should be addressed to a financial institution official who is responsible for the financial
institution's relationship with the client or is knowledgeable about the lines of credit. Some financial
institutions centralize this function by assigning responsibility for responding to confirmation requests
to a separate function. Independent auditors should ascertain the appropriate recipient.
18.305
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♦------------------------------------------------------------------------------------------------------------------CONFIRMATION OF LINES OF CREDIT
(Continued)

Please confirm whether the information about lines of credit presented above is correct by signing below
and returning this letter directly to our independent auditors,[name and address of auditors].
Very truly yours,

[Client's Authorized Signature]

Dear CPA Firm:

The above information regarding the line of credit arrangements agrees with the records of this financial
institution.2 Although we have not conducted a comprehensive, detailed search of our records, no
information about other lines of credit came to our attention. [Note exceptions below or in an attached
letter.]

(Name of Financial Institution)

(Officer and Title)

By: -------------------(Date)

If applicable, comments similar to the following may be added to the confirmation reply by the
financial institution: "This confirmation does not relate to arrangements, if any, with other branches
or affiliates of this financial institution." Information should be sought separately from such branches
or affiliates with which any such arrangements might exist.
8/95
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18.306

CONFIRMATION OF COMPENSATING BALANCES
[Client's Letterhead]

[Date]

In connection with an audit of the financial statements of[name of client] as of
[balance-sheet date] and for the[period] then ended, we have advised our
independent auditors that, as of the close of business on[balance-sheet date], there were
(were not) compensating balance arrangements as described in our agreement dated[agreement
date]. Although we do not request nor expect you to conduct a comprehensive, detailed search of your
records, if during the process of completing this confirmation additional information about other
compensating balance arrangements between[name of client] and
your financial institution comes to your attention, please include such information below. Withdrawal by
[name of client] of the compensating balance was (was not) legally restricted at
[balance-sheet date]. The terms of the compensating balance arrangements at
[balance-sheet date] were:

Examples:
1. The Company has been expected to maintain an average compensating balance of 20 percent of its
average loan outstanding, as determined from the financial institution's ledger records adjusted for
estimated average uncollected funds.

2. The Company has been expected to maintain an average compensating balance of $100,000 during the
year, as determined from the financial institution's ledger records without adjustment for uncollected
funds.
3. The Company has been expected to maintain a compensating balance, as determined from the financial
institution's ledger records without adjustment for uncollected funds, of 15 percent of its outstanding
loans plus 10 percent of its unused line of credit.

4. The Company has been expected to maintain as a compensating balance noninterest bearing time
deposits of 10 percent of its outstanding loans.

This letter should be addressed to a financial institution official who is responsible for the financial
institution's relationship with the client or is knowledgeable about the lines of credit. Some financial
institutions centralize this function by assigning responsibility for responding to confirmation requests
to a separate function. Independent auditors should ascertain the appropriate recipient.
18.306
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18-15

CONFIRMATION OF COMPENSATING BALANCES
(Continued)

In determining compliance with compensating balance arrangements, the Company uses a factor for
uncollected funds of[business-calendar] days.2

There were the following (no) changes in the compensating balance arrangements during the
[period] and subsequently through the date of this letter.
The Company was (was not) in compliance with the compensating balance arrangements during the
[period] and subsequently through the date of this letter.
There were the following (no) sanctions (applied or imminent) by the financial institution because of
noncompliance with compensating balance arrangements.3

During the[period], and subsequently through the date of this letter, no (the following)
compensating balances were maintained by the Company at the financial institution on behalf of an affiliate,
director, officer, or any other third party and no (the following) third party maintained compensating
balances at the bank on behalf of the Company. (Withdrawal of such compensating balances was (was not)
legally restricted.)
Please confirm whether the information about contingent liabilities presented above is correct by signing
below and returning this directly to our independent auditors,[name and address of
auditors].

Very truly yours,

[Client's Authorized Signature]

2 Not applicable if compensating balances are based on the financial institution's ledger records without
adjustment for uncollected funds. If some other method is used for determining collected funds for
compensating balance purposes, the method used should be described.
3 Applicable only if the financial institution has applied sanctions during the period or notified the
Company that sanctions may be applied. Indicate details.
8/95
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CONFIRMATION OF COMPENSATING BALANCES
(Continued)

Dear CPA Firm:
The above information listing contingent liabilities, including oral and written guarantees, agrees with the
records of this financial institution.4 Although we have not conducted a comprehensive, detailed search
of our records, no information about other contingent liabilities, including oral and written guarantees,
came to our attention. [Note exceptions below or in an attached letter.]

[Name of Financial Institution]

[Officer and Title]

By:--------------------[Date]

4 If applicable, comments similar to the following may be added to the confirmation reply by the
financial institution: "This confirmation does not relate to arrangements, if any, with other branches
or affiliates of this financial institution." Information should be sought separately from such branches
or affiliates with which any such arrangements might exist.

18.306
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♦
18.307

ACCOUNTS RECEIVABLE CONFIRMATION —
POSITIVE REQUEST
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm the balance due us of $as of
[balance-sheet date]. Also, if the amount is not in agreement with your records, please explain below.
After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope. Do
not send payments to the auditors.

Very truly yours,

[Client's Authorized Signature]

The amount due you of $ as of[balance-sheet date] agrees (does not agree)
with our records. The reason it does not agree is:

Signed: Date:
[Name and Title]

8/95
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18.308

ACCOUNTS RECEIVABLE CONFIRMATION NEGATIVE REQUEST
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Our records indicate you owe us $as of[balance-sheet date]. If
your records do not agree, please explain the differences below.
After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope. Do
not send payments to the auditors.
Very truly yours,

[Client's Authorized Signature]

Our records indicate we owe you $as of[balance-sheet date]. The reason
it does not agree is:

Signed:-------------------------------------------------------------------------[Name and Title]

18.308

Date: ______________________
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18.309

NOTES RECEIVABLE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm the amount of your indebtedness due us as of
[balance-sheet date] which our records show as follows:
Initial date of indebtedness

____________________________________
Type of indebtedness

Original amount of indebtedness

_________________________________

____________________________________

Unpaid balance
Date due
Interest rate
Interest paid to

______________________________

____________________________

_____________________________

______________________________

Periodic payments required

____________________________________

Description of collateral

____________________________________

If the above information is in agreement with your records, please so indicate by signing in the place
provided below and return the copy of this letter directly to our auditors in the enclosed envelope.
If the above is not in agreement with your records, please explain in the space provided below. Payments
should not be sent to the auditors.

Very truly yours,

[Client's Authorized Signature]

8/95
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NOTES RECEIVABLE CONFIRMATION
(Continued)
The above agrees__ does not agree__ with our records as of[balance-sheet date]. The
reason it does not agree is:

Signed:_________________________________________________
[Name and Title]

18.309

Date: ______________________
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18.310

CONSIGNED INVENTORY CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of firm], are currently conducting an audit of our financial
statements. In that connection, please confirm directly to them the merchandise on consignment (by you)
(by us) as of[balance-sheet date]. A list of such merchandise from our records is enclosed.
Please compare this information to your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

The enclosed information agrees__ does not agree__ with our records as of[balance-sheet
date]. The reason it does not agree is:

[Name and Title]
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18.311

SECURITIES CONFIRMATION
[Client's Letterhead]
[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm the following securities that our records indicate were held
by you on[balance-sheet date].

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

The above agrees with our records at[balance-sheet date] with the following exceptions:

Signed:--------------------- .---------------------------------------------------- Date:-----------------------------------[Name and Title]

18.311
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BROKER ACCOUNT CONFIRMATION
[Client's Letterhead]

18.312

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection please send a statement of our account with you as of
[balance-sheet date], indicating the following:

1.

Securities held by you for our account

2.

Securities out for transfer to our name

3.

Any amounts payable to or due from us

Please mail your reply directly to our auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]
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18.313

SAFE DEPOSIT BOX ACCESS CONFIRMATION
[Client's Letterhead]
[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please confirm that there has been no access to our safe deposit box number
between
and
o'clock.
Please indicate in the space below if the above is in agreement with your records. If it is not, please furnish
the auditors any details concerning access to our safe deposit box during the period indicated.

After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

According to our records, there has been no access to the above described safe deposit box during the
period specified, except as follows: -----------------------------------------------------------------------------------

Signed: Date: --------------------------------[Name and Title]

18.313
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18.314

DEPOSIT RECEIVABLE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please confirm our balance on deposit with you for[describe purpose of deposit
or specify account number] of $as of[balance-sheet date].
Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

The above information agrees with our records at[balance-sheet date] with the following
exceptions:

Signed: Date:
[Name and Title]
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18.315

STANDARD CONFIRMATION INQUIRY
FOR LIFE INSURANCE POLICIES
STANDARD CONFIRMATION INQUIRY

Developed by American Institute of
Certified Public Accountants
Life Office Management Association and
Million Dollar Round Table

[

RETURN
TO

REPORT
FROM

Date:

Your completion of the following report will be sincerely
appreciated. IF THE ANSWER TO ANY ITEM IS“NONE.”
PLEASE SO STATE. Use the enclosed envelope to return
the original directly to our accountant (see name to left).

[

1

[

]

Yours truly,
.

I SURANCE
N
COMPANY

(Name of owner as shown on policy contract)

By-----------------------------------------------------------------------------------Authorized Signature
Information requested as of:__________________________
(Date)

]

[

Additional forms available from
AICPA ORDER
P.O BOX 1003
NYC. NY 10108-1003

Policy #3

Policy #2

Policy #1
A Policy Number
B lnsured-Name(s)
©

Beneficiaries as Shown on Policies
(If Verification Requested in Item 11)

1 Face Amount of Basic Policy

2 Values Shown as of (Insert Date If Other Than Date Requested)
3 Premiums, Including Prepaid Premiums, Are Paid to (Insert Date)
4 Policy Surrender Value (Excluding Dividends, Additions &
Indebtedness Adjustments)
Surrender Value of All Dividend Credits, Including
5 Accumulations & Additions

6 Termination Dividend Currently Available on Surrender

7 Other Surrender

Values Available

a Prepaid Premium Value

b. Premium Deposit Funds

to Policy

Owner

c. Other

8 Outstanding Policy Loans, Excluding Accrued Interest
9 If Any Policy
Loans Exist,

a. Interest Accrued on Loans

b1. Loan Interest Is Paid to (Enter Date)

Complete

Either "a" or “b"

b2. Interest Rate Is (Enter Rate)
NOTE: PLEASE ANSWER ANY ITEM(s) 10-12 INDICATED BY A (

).

□ 10 Is There an Assignee of Record? (Enter Yes or No)
*
□ Is Beneficiary of Record as Shown in Item© Above?
(Enter Yes or No*)
Is the Name of Policy Owner (Subject to Any Assignment) as Shown on Top of Form: □ Yes □ No
□
If no, Enter Name of Policy Owner of Record:

* If Answer to Item 11 is "No." Please Give Name of Beneficiary or
Date of Last Beneficiary Change:
ORIGINAL
To be mailed to accountant

18.315

Date

*

*

Yours truly, (Insurance Company)

Authorized Signature - Title
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18.316

INSURANCE IN FORCE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm to them the details of our insurance coverage in force at
[balance-sheet date] as described below:

Policy number

________________

________________

Insurance company

________________

________________

Type of coverage

________________

________________

Term of policy

________________

________________

Gross premium

________________

________________

________________

________________

Amount of coverage
Co-insurance, if any

Amount of unpaid premiums

Loss payees, if other than us

Claims pending at
[balance-sheet date]

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]
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INSURANCE IN FORCE CONFIRMATION
(Continued)

The above information agrees with our records at[balance-sheet date] with the following
exceptions:

Date:

Signed:
[Name and Title]

18.316
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18.317

NOTES PAYABLE OR LONG-TERM DEBT CONFIRMATION
[Client's Letterhead]
[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please confirm to them the details of[describe type of indebtedness] due you
at[balance-sheet date] as described below:
Date of indebtedness

____________________________________

Balance

____________________________________

Date due

____________________________________

Interest rate

____________________________________

Interest paid to

____________________________________

Periodic payments required

____________________________________

Description of collateral

____________________________________

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

The above information agrees with our records at[balance-sheet date] with the following
exceptions:

Signed:-------------------------------------------------------------------------[Name and Title]
8/95

Date: ______________________
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18.318

ACCOUNTS PAYABLE CONFIRMATION
[Client's Letterhead]
[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please furnish to them, in the space below, the amount of our liability to you, if any, and a
statement of our account as of[balance-sheet date].

After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

______________________________________________ [client name] owed us $as of
[balance-sheet date].

Signed: Date:
[Name and Title]
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18.319

CUSTOMER DEPOSIT PAYABLE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name of auditors], are conducting an audit of our financial statements. Please
confirm the amount of your deposit with us for[describe purpose of deposit or specify
account number] as of[balance-sheet date] of $.
Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

The above agrees with our records as of[balance-sheet date] with the following exceptions:

Date:

Signed:
[Name and Title]
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18.320

RELATED-PARTY CONFIRMATION,
QUESTIONNAIRE, AND DEFINITIONS
[Client's Letterhead]
[Date]

In connection with an audit of our financial statements, please furnish answers to the attached
Questionnaire, sign your name, and return the Questionnaire in the enclosed envelope directly to our
auditors,[name of auditors]. The Questionnaire is designed to provide the auditors with
information about the interests of officers, directors, and other related parties in transactions with our
Company.

Please answer all questions. If the answer to any question is "yes," please explain. Certain terms used in
the questions are defined at the end of the Questionnaire.

Very truly yours,

[Client's Authorized Signature]

18.320
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RELATED PARTY QUESTIONNAIRE
[Client's Letterhead]

1. Have you or any related party of yours had any material interest, direct or indirect, in any sales,
purchases, transfers, leasing arrangements or guarantees or other transactions since
[beginning of client's fiscal year] to which the Company[or specify any pension,
retirement, savings, or similar plan provided by the client] was, is, or may be, a party?

2. Do you or any related party of yours have any material interest, direct or indirect, in any pending or
incomplete sales, purchases, transfers, leasing arrangements, guarantees or other transactions to which
the Company[or specify any pension, retirement, savings, or similar plan provided by
the client] was, is, or may be, a party?

3. Have you or any related party of yours been indebted to the Company[or specify any
pension, retirement, savings, or similar plan provided by the client] at any time since
[beginning of client's fiscal year]? Please exclude amounts due for purchases on usual trade terms and
for ordinary travel and expense advances.

The answers to the foregoing questions are correctly stated to the best of my knowledge and belief.

[Date]

[Signature]

See Definitions at end of Questionnaire.
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DEFINITIONS

COMPANY: Parent company and any subsidiary.
RELATED PARTY: Any (1) corporation or organization (other than the Company) of which you are an
officer, director, or partner or are, directly or indirectly, the beneficial owner of 10 percent or more of
any class of equity securities; (2) any trust or other estate in which you have a substantial beneficial
ownership or for which you serve as trustee or in a similar fiduciary capacity; and (3) any close relative
of yours or your spouse's, or any other person you may significantly influence (control) or be significantly
influenced by.
CONTROL: Possession, direct or indirect, of the power to direct or cause the direction of the
management and policies of a party, whether through ownership, by contract, or otherwise.

PERSON: An individual, a corporation, a partnership, an association, a joint-stock company, a business
trust, or an unincorporated organization.
BENEFICIAL OWNER: A person who enjoys, or has the right to secure, benefits substantially
equivalent to those of the ownership of securities, even though the securities are not registered in the
person's name. Examples of beneficial ownership include securities held for the person's benefit in the
name of others, such as nominees, custodians, brokers, trustees, executors, and other fiduciaries; a
partnership of which the person is a partner; and a corporation for which the person owns substantially all
of the stock. Shares (1) held (individually or in a fiduciary capacity) by the person's spouse, the person's
or his or her spouse's minor children, or a relative of the person or his or her spouse who shares the same
home with the person; or (2) as to which the person can vest or revest title in himself or herself at once
or at some future time are also considered as being beneficially owned.
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18.321

LETTER TO PREDECESSOR ACCOUNTANTS PRIOR
TO SUBMITTING PROPOSAL FOR ENGAGEMENT
[Firm's Letterhead]
[Date]

Our firm was requested by, the
of[client's name], to
submit a proposal to audit the company's financial statements for the year ended[balancesheet date]. We have been authorized by
to communicate directly with your firm and
[he/she] has informed us that you have received [his/her] authorization to answer our inquiries.

The following are the matters we would appreciate your answering prior to our submission of a proposal:
1.

What was the client's reason for changing auditors?

2.

Were there any disagreements over accounting principles or disclosure requirements?

3.

Were there any disagreements over auditing procedures or scope limitations?

4.

Were there any disagreements over fees?

5.

Were there any disagreements over the quality of the company's accounting personnel?

6.

Were there any disagreements over the company's internal control structure policies and procedures
or the necessity for its betterment?

7.

Were there any management integrity problems such as, but not limited to:

a.
b.
c.
d.

Desire for low taxable income?
Desire for favorable earnings?
Management reputation problems?
Other?

Please explain your underlying reasons in connection with any of the above questions, if applicable.
All answers to this letter will be held in the strictest confidence and will be used only to evaluate our
decision about whether or not to submit any engagement proposal. If we are retained by
[client's name] we will submit a request for a conference, at your convenience, to enable us to examine
your working papers.
We thank you for your cooperation.

Very truly yours,

[Engagement Partner's Signature]

[Firm Name]
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18.322

REPRESENTATION LETTER TO OTHER ACCOUNTANTS
[Firm's Letterhead]

[Date]

In connection with the report you have been requested to reissue on the financial statements of
[client's name] for the year ended[date of prior-period financial statements],
which statements are to be included comparatively with similar statements for the year ended
[date of current-period financial statements], we make the following representations.

We have audited the balance sheet of[client's name] as of[balance-sheet
date] and the related statements of earnings, retained earnings and cash flows for the year then ended. Our
procedures in connection with the engagement did not disclose any events or transactions subsequent to
[date of prior-period financial statements] that, in our opinion, would have a material effect
upon the financial statements, or that would require mention in the notes to the financial statements of
[client's name] for the year then ended.
Should anything come to our attention prior to the date our report is issued that, in our judgment, would
have a material effect upon the financial statements covered by your report, we shall notify you promptly.

Very truly yours,

[Engagement Partner's Signature]

[Firm Name]

Note:

18.322

If any matters come to the firm's attention that may require revision of the previously issued
financial statements, they should be included in a separate paragraph.
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18.323

LAWYER'S LETTER
[Client's Letterhead]
[Date]

In connection with an audit of our financial statements as of[balance-sheet date], please
furnish our auditors[name and address of auditors],
with the information requested below for which you have been engaged to provide legal consultation or
representation. Your response should include matters that existed as of[balance-sheet date]
and occurred during the period from that date to[expected date of completion of field work].
1. Pending or threatened litigation, claims, and assessments (excluding unasserted claims and
assessments):
Please furnish a list of all pending or threatened litigation, claims or assessments your firm is
handling on our behalf, including the following: (a) the nature of the litigation (including the
amount of monetary or other damages sought); (b) progress of the case to date; (c) how
management is responding or intends to respond to the litigation; for example, to contest the case
vigorously or to seek an out-of-court settlement; and (d) an evaluation of the likelihood of an
unfavorable outcome and an estimate, if one can be made, of the amount or range of potential
loss and whether it will be covered by insurance.

2. Unasserted claims and assessments:
We understand that as a matter of professional responsibility in the course of performing legal
services for us concerning possible unasserted claims or assessments that may call for financial
statement disclosure, you will advise when we should consider disclosing such possible claims
or assessments in accordance with Statement of Financial Accounting Standards No. 5. Please
specifically confirm to our auditors that our understanding is correct.
We have represented to[name of auditors] that there are no unasserted claims,
which are not specifically identified in this letter, that you have advised us are probable of
assertion and must be disclosed in accordance with Statement of Financial Accounting Standards
No. 5.
[If unasserted claims exist, management's listed information should include the following: (a) the
nature of the matter; (b) how management intends to respond if the claim is asserted; and (c) an
evaluation of the likelihood of an unfavorable outcome and an estimate, if one can be made, of
the amount or range of potential loss.]
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-----------------------------------------------------------------------------------------------------------------LAWYER'S LETTER
(Continued)
Please furnish our auditors any explanation you consider necessary to supplement the foregoing
information, including an explanation of these matters about which your views may differ from
those stated.

3. Any amount due you for services and expenses itemized by nature of service.
Please specifically identify the nature of and reasons for any limitation on your response.

Your response should include matters that existed as of[balance-sheet date] and during the
period from that date to[two weeks before expected date of end of field work]. Our
auditors would appreciate receiving your reply by[expected end of field work].

Very truly yours,

[Client's Authorized Signature]
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
[Client's Letterhead]

18.324

[Date]

In connection with the audit of our financial statements for the[period] ended
[balance-sheet date] by our independent auditors,
[name and address of auditors], please furnish them the information described below as it pertains to the
[name of pension plan], which is a defined-benefit plan. For your convenience in response
to those requests, you may supply pertinent sections, properly signed and dated, of your actuarial report,
or pension expense report, if they are available and if they contain the requested information.

A. Please provide a brief description of the following:
1. The employee group covered.

2. The benefit provisions of the plan used in the calculation of the net periodic pension cost for the
period and of the accumulated benefit obligation and the projected benefit obligation at the end of
the period.
Please identify any such benefit provisions that had not taken effect in the year. Please also provide
the date of the most recent plan amendment included in your calculation. Please identify any
participants or benefits excluded from the calculations, such as benefits guaranteed under an
insurance or annuity contract.

3. The plan sponsor's funding policy for the plan.
4. Any significant liabilities other than for benefits, such as for legal or accounting fees.

5. The method and the amortization period, if any, used for the following:
a.
b.
c.
d.

Calculation of a market-related value of plan assets, if different from the fair value
Amortization of any transition asset or obligation
Amortization of unrecognized prior service cost
Amortization of unrecognized net gain or loss

6. Any substantive commitments for benefits that exceed the benefits defined by the written plan that
are included in the calculations.

7. A determination of the value of any insurance or annuity contracts included in the assets.
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
(Continued)
8. The nature and effect of significant plan amendments and other significant matters affecting
comparability of net periodic pension cost, funded status, and other information for the current
period with that for the prior period.

9. The following information relating to the employee census data used in calculating the benefit
obligations and pension cost:
a. The source and nature of the data is
and the date as of which the census data was
collected is.
b. The following information concerning participants:
Number
of Persons

Participants

Compensation
(if applicable)

Currently receiving payments
Active with vested benefits
Terminated with deferred vested benefits
Active without vested benefits
Other (describe)

Note: If information is not available for all the above categories, please indicate the categories that have
been grouped and describe any group or groups of participants excluded from the above information.

c. Information for the following individuals contained in the census:

Participant's
Name or Number

Age or
Birth Date

Sex

Salary

Date Hired
or Years
of Service

Practice Tip:
The auditor should select information from employer records to compare with the census data
used by the actuary. In addition, the auditor may wish to have the actuary select certain census
data from his or her files to compare with the employer's records.

B.

18.324

Please provide the following information about the net periodic pension cost for the[period]
ended(pension plan balance-sheet date):

1. Service cost

$-----------------

2. Interest cost

$
8/95
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
(Continued)

3. Actual return on assets.

$

4. Other components:

a. Net asset gain (loss) during the period deferred for later recognition

$

b. Amortization of net loss (gain) from earlier periods

$

c. Amortization of unrecognized prior service cost

$

d. Amortization of the remaining unrecognized net obligation (asset) existing
at the date of the initial application of SFAS No. 87—transition
obligation (asset)

$

e. Net total of components (a+b+c+d)

$

5. Net periodic pension cost (1 + 2-3 + 4e)

$

6. The above measurement of the net periodic pension cost is based on the
following assumptions:
Weighted-average discount rate:
Weighted-average rate of compensation increase:
Weighted-average expected long-term rate of return on plan assets:

%
%
%

Please describe the basis on which the above rates were selected and whether
the basis is consistent with that of the prior period.

Please briefly describe the other assumptions used in the above measurement.
7. The calculations of the items shown in B.1. to B.5. are based on the
following:
Asset information at:
Census data at:

Measurement date (must be not more than three months before the end of the
last fiscal year):

Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in B.1. to B.5.
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
(Continued)
C. Please provide the following information on the benefit obligations for disclosure in the financial
statements as of and for the(period) ended(pension plan balance-sheet
date):
Estimated
1. Pension benefit obligation

a. Accumulated benefit obligation
$

—Vested:
—Nonvested:

___________

—Total:

___________

b. Additional benefits based on estimated future salary levels:

c. Projected benefit obligation (a+b):
2. Fair value of plan assets:
3. Unfunded projected benefit obligation:
(1c -2)

-----------------

4. Unrecognized prior service cost:
5. Unrecognized net loss or (gain):

6. Unrecognized net transition liability or (asset):

7. Additional liability:
8. Accrued (prepaid) pension cost in the company financial statements
(3-4-5-6+7):

—

$

9. The above amount of the projected benefit obligation is measured based on
the following assumptions:
Weighted-average discount rate:

---------------- %

Weighted-average rate of compensation increase:

%

Please provide a brief description of the other assumptions used in the
measurement.
18.324
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♦ ------------------------------------------------------------------------------------------------------------------PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
(Continued)

10. The calculation of the items shown in C.1. to C.8. is based on the following:
Asset information at:

Census data at:
Measurement date (must be not more than three months before the current
fiscal year end):
Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in C.1. to C.8.

11. Please describe any significant events noted subsequent to the current year's measurement date and
as of the date of your reply to this request and the effects of those events, such as a large plant
closing, which could materially affect the amounts shown in C.1. to C.8.
D. Please provide an analysis for the period showing beginning amounts, additions, reductions and ending
amounts of the—
1.
2.
3.
4.
E.

Projected benefit obligation.
Unrecognized prior service cost.
Unrecognized net loss (gain).
Net transition obligation (asset).

Please provide our independent auditors with descriptions and the amounts of gains or losses from
settlements, curtailments, or termination benefits during the year, such as—
1. Purchases of annuity contracts.

2. Lump-sum cash payments to plan participants.

3. Other irrevocable actions that relieved the company or the plan of primary responsibility for a
pension obligation and eliminates significant risks related to the obligation and assets.
4. Any events that significantly reduced the expected years of future service of employees.

5. Any events that eliminated for a significant number of employees the accrual of defined benefits
for some or all of their future service.
6. Any special or contractual termination benefits offered to employees.

F.
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Was all of the information above determined in accordance with SFAS Nos. 87 and 88 (including the
FASB's Guides to Implementation of Statements 87 and 88 and the American Academy of Actuaries'
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
(Continued)
An Actuary's Guide to Compliance with Statement of Financial Accounting Standards No. 87) to the
best of your knowledge? Yes__ No__ . If not, please describe any differences.
G. Describe the nature of your relationship, if any, with the plan or the plan sponsor that may impair or
appear to impair the objectivity of your work.
Very truly yours,

[Client's Authorized Signature]
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18.325

TRUSTEED EMPLOYEE BENEFIT FUND CONFIRMATION
[Client's Letterhead]
[Date]

Our auditors,[name of auditors], are conducting an audit of our financial
statements. In that connection, please furnish them with the following information concerning our
[name of employee benefit trust], administered by you as trustee,
as of[balance-sheet date]:

1. Contributions by the company during the period[beginning of the trust year] to
[end of the trust year].
2. Contributions by employees during the period
[end of the trust year].

3. Payments to beneficiaries during the period
[end of the trust year].

[beginning of the trust year] to

[beginning of the trust year] to

4. All unpaid fees due you for services rendered to[balance-sheet date].
Please mail your reply directly to our auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]
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18.326

ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER’S
BENEFIT COST INFORMATION
[Client's Letterhead]

[Date]
[Name of actuary]
[Address]

In connection with the audit of our financial statements for the period ending[fiscal year
end] by our independent auditors[name, address],
please furnish them a copy of the most recent actuarial valuation report for[name
of plan]. If a complete actuarial valuation was not prepared as of[balance-sheet date], please
provide any reports or letters that summarize end-of-period amounts. If the information requested below
is included in the valuation report, you may refer to the location in your report rather than repeating such
information.

A. Please provide a brief description of the following:
1.

The participant group(s) (for example, employee, retiree and dependent group[s]) covered, and
the types of benefits provided.

2. The provisions of the substantive plan at the beginning of the period used in the calculation of the
net periodic postretirement benefit cost for the period.
3. Any changes between the provisions of the substantive plan at the beginning of the period used in
the calculation of net periodic postretirement benefit costs and the substantive plan used in the
calculation of the accumulated postretirement benefit obligation (APBO) at the disclosure date.
Additionally, please specify the following:

a. The disclosure date (which cannot be more than three months prior to the end of the period).
b. How these changes were included in the net periodic postretirement benefit costs for the
period.
4. The date and description of plan amendments adopted during the period and whether the
amendment(s) were included in items 2. and 3. above.
5. Any participants, benefits or plan terms excluded from the calculations and the reasons for their
exclusion.

6. The funding policy for the plan if other than pay-as-you-go.
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION (Continued)

7. Any significant liabilities other than for benefits.

8. The method and the amortization period, if any, using for amortizing:
a. Any transition asset or obligation.
b. Unrecognized prior service cost.

c. Unrecognized net gain or loss.
9. If the plan is funded, provide:

a. The amounts and types of securities used to value plan assets.

b. Calculation of fair value of plan assets.
c. The date as of which fair value was calculated.

d. The method of determining the value of any contracts with insurance companies and participa
tion provisions included in the plan assets.
10. The following information relating to the participants' demographic and compensation data used
in calculating the APBO and net periodic postretirement benefit cost:
a. The source of the demographic data and the date as of which the data were collected.

b. The following information concerning the participants and their beneficiaries in the following
(or a comparable) format. Please indicate any groups of participants excluded from the
information.

Participants

Number
of persons

Compensation
(if applicable)

Retirees and beneficiaries eligible for benefits
Dependents of retirees eligible for benefits
Active employees fully eligible for benefits

Terminated employees fully eligible for benefits
Active employees not fully eligible for benefits

Other (identify)

8/95
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-----------------------------------------------------------------------------------------------ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION (Continued)

c. Information for the following participants:

Participants'
name or number

11.

Age or
birth date

Sex

Salary

Date hired
or year of
initial eligibility

A summary of the per-capita claims costs used in the valuation and the basis for the development,
including:
a. In employer-specific claims data were used in connection with the development of per-capita
claims costs by age, a description of the data, its source and the period from which it was
taken.
b. If an external data source was used in connection with the development of per-capita claims
costs by age, describe the nature of the external data source and how it was used.

c. The extent to which external data sources were used to adjust the historical claims data.
. Please provide the following components of the net periodic postretirement benefit cost for the period
(see A.2. above):

1. Service cost

$________

2. Interest cost

3. Actual return on plan assets
4. Other components, net
a. Net asset gain (loss) during the period for later
recognition

$________

b. Amortization of net loss (gain) from earlier periods
c. Amortization of unrecognized prior service cost

d. Amortization of the transition obligation
e. Net total of other components (a + b + c + d)

5. Net periodic postretirement benefit cost (1 + 2 - 3 + 4e)

18.326
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION (Continued)

C. Please provide the following information related to the APBO as of the disclosure date (see A.3.
above):

1.

Beginning
of period
(transition
*
date)

End of
period

$

$

Accumulated postretirement benefit obligation (APBO)

a. Retirees and beneficiaries eligible for benefits
b. Dependents of retirees eligible for benefits

c. Active employees fully eligible for benefits

$

S_________

$

$

d. Terminated employees fully eligible for benefits
e. Active employees not fully eligible for benefits
f.

Other (identify)

g. Total (sum of 1.a.-1.f.)
2. Fair value of plan assets
3. Funded status (l.g.-2.)

4. Unrecognized prior service cost

5. Unrecognized net loss (gain)
6. Unrecognized transition obligation (asset)

7. Accrued (prepaid) postretirement benefit cost
(3 less items 4.-6.)

D. Please provide the following information regarding the assumptions used to compute the net periodic
postretirement benefit cost and APBO. If a published standard table was used, provide its name.

* This column should be included only in the initial year application of FASB Statement No. 106.
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER’S
BENEFIT COST INFORMATION (Continued)

ECONOMIC ASSUMPTIONS

Net periodic
cost

APBO

1.

General inflation (e.g., CPI)

________ %

_______%

2.

Weighted-average discount rate

_______ %

_______%

3.

Weighted-average rate of compensation increase

_______ %

_______%

4.

Weighted-average expected long-term rate of return on
plan assets

________ %

______ %

5.

Estimated income tax rate included in rate of return

________ %

_______ %

6.

Method used to determine market-related value of assets

_______ %

_______%

EMPLOYEE DEMOGRAPHIC DATA

7. Employee turnover rates by age

Describe or attach table

8. Rates of retirement by age

Describe or attach table

9. Rates of disability by age

Describe or attach table

10. Rates of mortality by age

Describe or attach table

11. Percentage of employees with dependents at retirement

%

%

12. Spouse age difference

%

%

If participants in this plan are covered by defined benefit pension plan for which expense is determined
in accordance with FASB Statement No. 87, Employers' Accounting for Pensions, please state whether
the above assumptions are consistent with those used in calculations in determining those pension
amounts. If not, please explain the difference and the reason for the difference.
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER’S
BENEFIT COST INFORMATION (Continued)

SPECIFIC ASSUMPTIONS FOR RETIREE HEALTH CARE BENEFITS
Net periodic
cost
13. Weighted-average administrative expense (e.g., claims
settlement, legal, accounting, plan administration, etc.)
as a percentage of claims or other basis for assumption

APBO

%

%

a. Future retirees

%

%

b. Their dependents

%

%

14. Percentage expecting to elect coverage under the plan:

15. Health care cost trend rates (please provide rates for
each year to the ultimate rate)

Describe or attach table

a. Please state whether these rates are applicable to gross eligible charges or to net incurred
claims cost. If applied to net incurred claims, please state what adjustments were made and
what rates are to be shown to disclosure.
b. The effect of one-percentage-point increase in assumed health care cost trend rate on:
i. The aggregate of service and interest cost components of net periodic postretirement
benefit costs.

ii. APBO.

16. Please state whether the above assumptions are consistent with the prior period, and, if not, explain
the reason for the changes.
17. Please describe any other significant assumptions used in the above measurement and the basis on
which they were determined.

E. Please provide a description and the amounts of gains or losses from settlements, curtailments or
termination benefits during the year, such as:
1. Purchase of insurance contracts where the risk of benefit payments is fully assumed by the
insurance company.

2. Lump-sum cash payments to plan participants.
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER’S
BENEFIT COST INFORMATION (Continued)

3. Other irrevocable actions that relieved the employer, plan sponsor or the plan of primary
responsibility for a postretirement benefit obligation and eliminated significant risks related to
the obligation and assets.

4. Any events that significantly reduced the expected years of future service of employees.

5. Any events that eliminated for a significant number of employees the accrual of defined benefits
for some or all of their future service.
6. Any special or contractual termination benefits offered to employees.
F. Please describe any significant events (for example, plant closings) noted subsequent to the current
year's measurement date, and the effects of those events, that could materially affect the amounts
shown in B. or C.

G. If you have been notified of a decision by the plan sponsor to fully or partially terminate the plan,
please describe the effect on the APBO and the net periodic postretirement benefit cost.

H. Was all of the information above determined in accordance with FASB Statement No. 106 to the best
of your knowledge? If not, please describe any differences.
I.

Describe the nature of your relationship, if any, with the plan or the plan sponsor that may impair or
appear to impair the objectivity of your work.

J. Indicate your professional qualifications for performing actuarial valuations under FASB Statement No.
106.

Yours very truly,

[Client Official]
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USING THE STANDARD WORKING PAPERS PACKAGE

18.401 This illustrative set of working papers has been developed to assist in the organization, planning,
and completion of engagements. The illustrative working papers are not a substitute for common sense and
professional judgment. They are presented as guides for your modification and use in small business audit
engagements.
18.402 These standard working papers are not all-inclusive. Other commonly prepared working papers
include—

• Detailed trial balance.
• Minutes of directors' meetings.

• Listings of accounts payable.
• Schedules supporting various other balance sheet and earnings statement accounts.
18.403 Copies of client-prepared schedules and documents should be used wherever feasible. If possible,
clients should be instructed in advance to use these standard working papers when preparing schedules for
our use. Any client schedules and documents not conforming in size should be taped on our standard size
working papers to facilitate their filing and future use.
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EXPLANATION OF STANDARD TICKMARKS
PREPARED BY
DATE

MARK

EXPLANATION

F

Footed

CF

Crossfootec

G/L

Traced to

C

Confirmed

general ledger

Examined supporting
Calculation verified

T/B

Traced to trial balance

invoice
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---------------------------------------------- —- ------------CORRESPONDENCE CONTROL
PREPARED B
Y
DATE

Addressee

Description

Bank confirmations
Cutoff statement
Account balances
Contingent liabilities
Credit lines
Compensating balances
Securities custodian confirmations

Notes receivable confirmations
Accounts Receivable confirmations

Consigned inventory confirmations

Warehoused inventory
Deposit receivable confirmations

Safe deposit box access confirmations

Insurance in force confirmations
Notes payable confirmations

Accounts payable confirmations
Customer deposit payable confirmations
Employee benefit plan confirmations

Related party confirmations

Lawyer letters
Client representation letter
Other

Date
First
Request

Date
Second
Request

Date
Date
Subsequent Confirmation
Requests
Completed

12,000.00

Cr.

12,000.00

Final
This
Year
13 ,4 82.0 5

~ ___________________________________~

55,329.60

505,362.76
505,362.76
4,429.08 (15,000.00,
(15,000.00)
4,429.08 490,362.76 ___________________________________ 490,362.76

55,329.60 _____________________________ 55,329.60

1,353.11
1,353.11

~

Dr.

Reclassifications

PREPARED
DATE__________________

PBC

1,303.00_______________________________ 1,303.00

~ ____ 1,303.00

________ Capitalized leased assets_____________________________________________________________
24,700.00
________ Notes receivable___________________________________ 48,700.00 ___ 36,700.00 ______________ ____________ 36,700.00_____________________ 12,000.00
________ Other assets_______________________________________ 5,835.75 ____ 5,821.54 ______________________________ 5,821.54 _____________________________________ 5,821.54

_________Fixed assets___________________________________________________________________________________________________________________________________
___________Land___________________________________________ 5,076.00
5,076.00 _
5 ,0 7 6 .0 0 _____________________________________ 5,076.00
___________Buildings_______________________________________ 89,523.97 89,523.97 _____________________________ 89,523.97 ____________________________________ 89,523.97
___________Leasehold improvements________________________________________________________________________________________________________________________
___________Machinery and equipment___________________________ 61,214.77 85,887.14 _____________________________ 85,887.14 ____________________________________ 85,887.14
6,496.75 _
6,496.75 _
6,496.75
__________ Furniture and fixtures______________________________ 10,641.58
_____________ Total_______________________________________ 166,456.32 186,983.86 ________________________ 186,983.86______________________________ 186,983.86
________ Less accumulated depreciation an amortization____________ (76,096.62) (108,487.43) ________________________ (108,487.43 ) _____________________________________ (108,487.43 )
_____________ Net________________________________________ 90,359.70 ___ 78,496.43 _______________
____ 78,496.43 ____________________________________ 78,496.43

________ Investments____________________________________________________________________________________________________________________________________

Prepaid expenses_________________________ 2,219.46

_________Inventories:
___________________________
___________ Merchansise__________________________________________________________________________________________________________________________________
___________ Finished Goods_______________________________________________________________________________________________________________________________
___________Work in process_______________________________________________________________________________________________________________________________
___________ Raw materials________________________________________________________________________________________________________________________________
_____________ Total_______________________________________ 497,857.54 422,231.18 ____________________________422,231.18
422,231.18

_________Income tax refun
dable________________________________ 12,877.73

Accounts receivable - related parties
____________________________ -other_______________________ 71,075.36

Trade Accounts Receivable
363,317 . 81 505,362.76
less allowance for doubtful accounts
(12,000.00 ) (11,924.03,
_____________ Net_______________________________________ 351,317.81 493,438.73

________ Notes receivable
________ less allowance

________ Marketable securit ies

5

Working
Final
Adjusted
Paper___________________________________________________ Prior_____ Per Ledger
Adjustments
This
Reference
Description
Year
This Year
Dr.
Cr.
Year
________ Cash
33,901.46
3 ,4 8 2.0 __________________________
1
13,482.05

WORKING TRIAL BALANCE - ASSETS

18-57

PBC

25,000.00
(9,692.91)

436,740.22 ____________________ 4,296.86
15,000.00

5,307.09

441,037.08 ___________________________________ 441,037.08
5,307.09

Retained earnings

~
299,133.23

407,845.82

66,725. 64

1,353.11

45,000.00

45,000.00

Capital stock

342,473.29

45,000.00

46,672.70 ____________________________________ 46,672.70

29,000.00 ___________________ 17,672.70

29,000.00

5,000.00

Stockholders' equity:

5,000.00

342,473.29

Additional paid-in-capital

45,000.00

~

Capitalized equipment lease

201,537.71 ______________________________ 201,537.71 __________92,545.56 ________________ 108,992.15

Long-term portion of long term debt_____________________ 191,972.00

____________ Deferred Federal and state Income taxes

~

Current portion of long-term debt______________ 111,300.71 _____________________________________________________________________________ 92,545.56 ___ 92,545.56

____________ Other current Habilites:____________________________________________________________________________________________________________________________________________
_____________ Accrued payroll taxes_________________________________ 1,285.06 ____ 1,130.00 _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 1,130.00 _____________________________________ 1, 130.00

____________ Federal and sate income taxes payable:______________________________________________________________________________________________________________________________
_____________ Current_______________________________________________________________________________________________________________________________________________________
______________ Deferred_______________________________________________________ (4,758.31) ___________________ 25,327.00
20,568.69 ____________________________________ 20,568.69

Accrued expenses

Accounts payable_______________________ 410,453.81

Working
_________________________________________ Adjusted________________________________________ Final
Paper_________________________________________________________ Prior______Per Ledger
Adjustments ____________
This
Reclassifications _______________
This
Reference
Description
Year
This Year
Dr.
Cr.
Year
Dr.
Cr.
Year
__________Liabilities:_________________________________________________________________________________________________________________________________________________________
____________ Notes payable __________________________________________________________________________________________________________________________________________________

F in a l

_____________________

PREPARED BY
________________________________________________________________________________________________________________________________________________ DATE_____________________

WORKING TRIAL BALANCE - LIABILITIES AND STOCKHOLDERS EQUITY

18-58

108,712.59

23,72 5.94

23,725.94

4,429.08

15,000.00
4,296.86

D r.

4,185,377.76

Final
This
Year

212,959.84____________________________
212,959.84
4,398,337.60 _______________________________ 4,398,337.60

4,185,377.76 ________________

Reclassif icatio ns
Dr.

1,353.1

1

ERR

1,353.11_________ ERR

5,000 .0 0

____

5,000.00

ERR

ERR

3,742,748.39______________________ 5,000.00 3,737,748.39
E R R ______________________________________ ERR
450,014.28 ________5,000.00
455,014.28
47,043.00 _________________________________ 47,043.00
1,353.11______ 1,900.06 ___________________________________1,900.06

Cr.

Adjusted
This
Year

DATE------------------------------------

P REPÁRED BY ----------

PBC

Net earnings (loss)................................................ 44,874.04

108,712.59

66,725 .6 4

1,353.11

ERR

5,000 .0 0

5,000.00

ERR

__________Provision for taxes:___________________________________________________________
____________ State______________________________________________ 3,763.00 ____________________ 2,779.00 __________________ 2,779.00 __________________________________ 2,779.00
____________ Federal_______________________________________________________________________________________________________________________________________________________
_____________ Current_______________________________________________________________________ 22,548.00 ________________ 22,548.00 _________________________________ 22,548.00
_____________ Deferred__________________________________________ 3,500.00 ___________________ 17,672.70 _________________ 17,672.70 __________________________________17,672.70
7,263.00
42,999 .7 0
42,999.70
42,999.70
. .....

52,137.04

4,289,625.01

_________________________________________________ 3,933,115.08

. Earnings before taxes

3,727,748.39
70,292.11
445,717.42
47,043.00
(1,175.91)

_________ costs and expenses:_______________________________
____________Cost of sales____________________________________ 3,411,435.17
____________Selling expenses____________________________________ 42,069.30
____________ General & administrative expenses____________________ 416,203.21
____________ Interest expense____________________________________ 48,745.57
____________ Bad debt expense___________________________________ 14,661.83

Other
__ 183,977.07
212,959.84___________________________
__________________________________________________________ 3,985,252.12 4,398,337.60

~

Working
Final
Paper
____________________________________________________ Prior______ Per Ledger
Adjustments
Reference
Description
Year
This Year
Dr.
_________ Revenues:
3,801,275.05 4,185,377.76 ______________
____________Net sales

-------------

W O R K IN G T R IA L BALAN C E - R E V E N U E S , C O S T S AN S EXPEN SES

18-59

Y

PRE PARED B

__________________1050 C hecking account
__________________1060 Savings acount

1010 Petty cash

33,901.46

300.00
33,601.46

Dr.
Cr.

A d ju s tm e n ts ___________
T his
Y ear
Dr.

—

R eclassifications
.

C r.

T his
Year

13,482.05_____________________________ 13482.05___________________________________ 13482.05

300.00
300.00 — — — — —
—
300.00
12,469.85 ___________________________ 12,469.85 __________________________________ 12,469.85
712.20 ______________________________ 712.20_____________________________________ 712.20

Paper____________________________________________________________________________ Prior ______ Per Ledger
R eference A ccount
D escription
Y ear
T his Y ear

W o r k in g _______________________________________________________________________Final__________________________________________________ Adjusted ____________________________________________ Final

___________________________________________________________________________________________________________________________________________________________________________ DATE _______________________

C ASH LEAD S C H E D U LE
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CASH ON HAND
PREPARED BY PBC
DATE
WORKING
BALANCE
PAPER
OVER
REFERENCE CASHIER LOCATION OF FUND PER ACCOUNT (SHORT)

S.Jones Office
G. Brown Factory

150.00
150.00
300.00

BALANCE
PER BOOKS

150.00
150.00
300.00
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BANK RECONCILIATION

PREPARED BY
DATE

PBC

22,386.22

Balance per bank
Deposits in transit

12/31/x

1,530.00

23,916.22

Bank error

12/15/x

64.00

23,980.22

6,510.37

17,469.85

5,000.00

12,469.85

Deduct:

Outstanding checks
Other reconciling items (describe)
Wire transfer

12/31/x

12,499.85

Balance per books before adjustment
Adjustments (identify and describe):
Bank service charges

12/31/x

Bank charge for returned checks

12/31/x

25.00

12474.85

5.00 _________ 12469.85

PR EPAR ED BY PBC

700.00

_______________________________________
Date
Date
Deposit
Date
~
Date ___________________________________Check Bank on___________ Endorsed Posted Date
Bank in___________ Posted
Per books Number Payeee ______________ Amoun t W hich drawn:
By Bank By Bank Per books W hich deposited
By Bank
Remarks
12/30/X
4775 City Savings & Loan
700 .00 City Bank _________ 12/30/x
12/30/x 12/30/x
City Savings & Loa 12/30/x __________________

_______________________________________________________________________________________________________________ DATE

BANK TRANSFERS
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PREPARED B Y PBC

.

505,362.76 409,114 .22 69,909.45

16 ,837.22 ______ 9,501.8 7

Balance ________________________________________________ ______________ Alternative
Required _______________
Confirmation N um ber ______________________________________ Per______Current _____________ Past Due_________________ Procedures Allowance _____________
Positive
Negative
A/C ___________ Customer
Ledger
1-30 Days 31-60 Days 61-90 Days Over 90 Days Performed
Explanation
Amount
__________________________ 4567 Fran's Supply ______________ 5,550.01
5,550.01
__________________________ 7654 Lasting Paints ____________ 14,589 .21 12,456.11 2 ,1 3 3 .1 0
__________________________ 9514 Thayer Supply ____________30,159.20 17,370.20 12,789.00
9635 Bagg's Furniture _________ 1,256.60
1,256.60
1145 Busy Chain Store
9,654.23
9,654.23
__________________________ 9965 Mountain Hardware ________ 7,777 .45
7,777,45 ________________________________________________________________________
978,22 __________________________________________________
__________________________ 7112 Valleymore Paints ___________ 978,22
__________________________ 4785 Reibs Distribution Co _______ 4,567,33
4 ,5 6 7 ,3 3
__________________________ 9514 Taylor & Johnson Lumber
7,532,99
5,789,00 ____ 678 .99
1,065 .00 __________________________________________________
__________________________ 7362 Furniture & Fixtures ________ 4,568 . 91
4,568 .91_____________________________________
__________________________ 7456 BB's Inc,_________________ 12,564 .00 12,564 .00 ________________________________________________________________________
__________________________ 1212 W hite & Company ___________ 784 .36
784 .36_____________________________________
4,228 .00 ___ 4,228 .21
__________________________ 3254 Grand Lumber C o _________ 8,456 .21
__________________________5581 Speedy Paint Shopp _________ 512 . 12
512 . 1 2 __________________________________________________
__________________________ 1895 Petro & Sons, Inc.________ 7,254 .85
7,254.85 _______________________________________________
______________________________ All other accounts ________389,157.07 326,470.37 45,512.82 14,281 .88______ 2,892 .00 __________

_________

____________________________________________________________________________________________________________________________ DATE

ACCOUNTS RECEIVABLE AGED TRIAL BALANCE
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ALLOWANCE FOR DOUBTFUL ACCOUNTS

PREPARED B PBC
DATE
12,000.00

Balance at beginning of period
Add:

Provision for the period

3,253.17

Recovery of written off accounts

1,175.91

4,429.08

Subtotal

Deduct:

Accounts written off
Wms. & Sons
Daily Distribution Co.

2,003.36
2,501.69

11,924.03

Balance at end of period - unadjusted

Adjustments

Balance at end of period - adjusted

4,505.05

4,429.08
(1,353.11)

3,075.97

15,000.00
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CCOUNTS RECEIVABLE CONFIRMATION STATISTICS
A

PREPARED BY
DATE

Number
Amount

Dollars

%

Amount

%

Circularization:
Positive requests
Negative requests

Total circularized
No requests sent

Total accounts receivable at
Date of confirmation

Results (Replies received through
No differences reported:
Positive replies:
Negative requests
Differences reported
and resolved:
Positive replies
Negative replies
No positive replies

Total confirmed

100%

100%
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PHYSICAL INVENTORY CUTOFF DATA
PREPARED BY
DATE

Last sales invoice number used
Last "return from customer" number used
Last shipping report number used
Last bill of lading number used
Last receiving report number used
Last "return to vendor" number used
Other cutoff information:

135.00 10/3/X
120.00 12/13/X
468.00 12/17/X
1,013.76 11/5/X

Quantity Unit Cost Extension

'

0 .0 0 ______

(576) ______
(8.18)___________

(5.12)

270

Explanation

are compared with 400 brushes purch ased 11/5/X and 112 brushes_____________________________________________________________________________________
purchase d 9/28/X. ______________________________________________________________________________________________________________________________

* If the first-in, first-o ut cost method is used, client____________________________________________________________________________________________________
inventory quantities should be compa red with the most recent___________________________________________ _______________________________________________
vendor inv o ice quan tities. In th e exam ple above, 512 crushes__________________________________________________________________________________________

4569 A-456
Paint
27
5 00
9586 YV-7890 Lumber__________________ 1 0 0 ___________ 1 .20
1592 A-079
Paint thinner______________ 1 4 4 ___________ 3 .25
6251 PP-1321 Brushes
*
512
1.98

Difference

__________________________

P7591
27
4 .90
132.30
P1546
100
1.20
120.00
P8001
144
3.29
473 .76
P7991
512
1.99 1,018.88
_______________________________________________________________ 1 7 3 6 7 6 __________________________________ 1,7 44.94

.

____________________________________________ P er Vend o rs Invoice
Tag_______________________ ______________ , Per Clients Inventory
__________ Invoice
No.
Part No.
Description
Quantity
Unit cost
Extension
Date
No.

PREPARED BY PBC
___________________________________________________________________________________________________________________ DATE_____________________

RAW MATERIALS PRICING TEST
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RECONCILIATION OF BOOK AND PHYSICAL INVENTORIES

PREPARED BY
DATE

Raw
Materials

Book inventory, unadjusted at date of physical
Adjustments to book inventory (describe):

Book inventory adjusted at date of physical

Physical inventory, unadjusted
Adjustments to physical inventory (describe):

Physical inventory, adjusted

Reconciliation of book and physical inventories:

Book inventory, adjusted, at date of physical
Adjustment to physical
Physical inventory

Work in
Process

Finished
Goods

Other/
supplies

Made

------

Due

1/15/a

Date

--------

XYZ Bros., Inc 1/5/v

____________
Maker

Balance

6 0 ,7 0 0 .0 0

24,700.00

notes
Additions Balance at e nd of period
(Payments) Current
Long-term

48,700.00 (12,000.00 ) 12,000.00

---------- -----------

60,700.00 None

Face Amount______ Collat eral______ Beginning
of Note
Description Valuation of period

To

.

426.12

Accrued Begin
of period

.............. ............... 426 .12

10 .5% 11/30/X

Rate

Pa id

3,853 .5 0

3,853.50

Earned

interest

3,958.49

32 1.13

3,958.49 ______321.13

Received

Accrued end
of period

prepared by pbc_____

________________________________________________________________________________________________________________________________________________ DATE

N O T E S R E C E IV A B L E
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PR EPAR ED BY PBC

C om pany

T ype

6,82 3 . 68

--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

3

1,200.48

11/1/y
7 ,4 0 0 .2 5
6 ,8 2 3 .6 8
4 /1 5/y ________ 1,200.48 _____________________ 1 ,2 0 0 .4 8

3 ,1 0 7 .98
3 4 4 .4 0
3 ,4 5 2 .38

3,715.70
856.08
4,571 .7 8

Book v a lu e _______________________________________ ___
Prepaid
_________
O f assets
T e rm s o f co vrerage
O riginal ______ Beginning ____________________________________ Ending
insured
From
To
P rem ium
Balance
A dditions
Expense
Balance

________

A m ount

C overage

C oinsurance

___________

C C -4 0 2 1 -1 -1 0
C om prehensive
1 1 /1 /w
A U -1904-2 ______________________________ A uto _____________________________________________________ 4 /1 5/x

N um ber

________________________________________
_________ Policy

__________________________________________________________________________________________________________________________________________________________________________DATE

8 ,6 0 0 .7

PR EPAID IN S U R A N C E

18-71

166,456.32

24,672.37_____ 4,144.83___ 186,983.86____________________ 76,096.62

34,394.14_______ 2 ,003.30

108,487.40

___________________________ Cost
____________
Acc umulated depr eciation
___________
Account_____________________ Bal. Begin.___________________________ Bal. End
Account Rate and
Bal. Begin____________________________ Bal. End
Number Description
of Period
Additions
Disposals
of Period
Number Method
of Period
Provisions
Disposals
of Period
_______ Land_________________
5,076.00
5,076.00 ________________________________________________________________
_______ Buildings_________________ 89,523.97
89,523.97 _______ S/L 15yrs
53,714,43
5,968.27 ________________ 59,682.70
61,214.77
24,672,37 _______________ 85,887. 14 _______ various
16,176.60
27,602.57 ________________ 43,779. 17
_______ Machinery & equipment
_______ Furniture & fixtures_________ 10,641.58
4,144.83_____ 6,496.7 5 _______ various
6,205.59
823.30 ______ 2,003.33___ 5,025.56

P R E P A R E D B Y PBC
___________________________________________________________________________________________________________________ DATE

P R O P E R T Y , P L A N T A N D E Q U IP M E N T
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PROPERTY, PLANT AND EQUIPMENT - MACHINERY ADDITIONS
PREPARED BY PBC
DATE

Date

Vendor

Description

3/12/x
9/10/x

Webster Supply
Central Ford

Forklift
Pick-up truck

New or
Used

Estimated
Life
5
3

N
N

Cost
9874.53
14797.84
24672.37

3/23/x

10/22/v

Staff work stations (4)

~

~
S/L 5yrs

4,044,83

4,044.83

1,150.00
1,15 0 .00

2,022 .42
2,022,42

(872.41)

(872.41)

______________________________________________________ Depreciation ___________________________________________________________________________________
__________________________________________________________________ Rate_________________ Accumulated_________________ Gain
Sold
Acquired
Vendee
Description
and method
Cost
Depreciation
Proceeds
(Loss)

D a te

PREPARED BY PBC
______________________________________________________________________________________________________________________________ DATE

PROPERTY, PLANT, AND EQUIPMENT - FURNITURE DISPOSALS

18-74

prepared by

D escription Shares

_______________ No.

____________

_ _ _ _ _ ______ A dditions

________

D ispos a l

A m ort.
(P rem ium )
(Loss)
D iscount

___________

A m ount

C ost

S hares

A m ount
C ost
S hares

A m ount
C ost
Proceeds

F a c e _______________ No.______ Face ______________ No.______ Face ______________________ G ain

Begin n ing o f Period

S hares

No.

End o f p e ri od __________________ M arket Valu e
Face _______________________________________________
A m ount
C ost
Per share
Total

____________________________________________________________________________________________________________________________________________________________________________ DATE

IN V E S TM E N TS IN S E C U R ITIE S

18-75

.........

00

0

DATE

3

______________________

P
R
E
P
A
R
E
D

&

71

C
A
R
R
Y
IN
Gamount Interest
_______________________________________________________________ Loan _______________ Balance _________________________________________________________________________________________________________
______________________
D ate
Face A m ount
Collateral____________ Beginning _______________________________ Balance
Paid
Accrued B e g in . __________________________ Accrued end
Payee ___ Made
Due
of Note
Leased assets ___________ of period
Additions
Payments End of period
to
of period
Expense
Paid
of period
City Bank
2/1 /u 2/1/e
472,000.60 A/R, Inventory, Fixed Assets
248,134.
___________
9 6,265.5 6
15 186 8 .44 12/31/x
34,336 .8 3
3 4, 3 36 .8
Ó
iCty S L ______________ 3/12 /x 9/1 2/x
30,000 .00 _____________________________________________30,000 .00 30,000,00 ____________ 0 12/31/x ______________0
2,164 .71
2,164 .71___________ 0
Capital lease - computer
11/25/u 11/25/z
62,185,00 Com puter_______________________ 55,138 .71________________ 13,525.17
41613 .54 12/31/x ______________ 0
8,902 .80
8,902 .80
0
aCpital lease - word proc. 10/1/w 10/1/z
10,725,00 W ord processor ______________________________ 10,725 .00
2,669.27
8055.73 12/31/x ______________ 0
1,638.66
1,638 .66 ___________ 0
________________________________________ 574,910.00 __________________________
303,272 .
40,725.00
142,460.00
2 0 1537.71 ______________ 0 47,043 .00
4 7 ,0 4 3 .0 0 __________ 0

BY PBC

NOTES PAYABLE, LONG-TERM DEBT AND CAPITALIZED LEASE OBLIGATIONS

18-76

____________________________ B a la n c e ,

~

e n d o f y e a r __________________

in c o m e (loss) ___________

B alance b e g in n in g o f y e a r

___________________________ Net

___________________________

____________________________________________________________

__

________________________________

P R E P A R E D BY P B C
DATE

4 5 0 .0 0

450

4 5 ,0 0 0 .0 0

______________________________

4 5 ,0 0 0 .0 0 ___________________

3 4 2 ,4 7 3 .2 9

4 3 3 4 0 .0 6

2 9 9 ,1 3 3 .2 3

C o m m o n A c c t. No.
___________ T re a s u ry s to c k
A d d itio n a l
R etained
N u m b e r o f ___________________ A c c t. No. ___________________ Paid in C apital
E a rn in g s
s h a re s
Am ount
N u m b e r o f s h a re s
Am ount
A c c t . No.
A c c t . No.

_________________________

P re fe rre d A c c t No. ___________ A c c t . N o.
_________________________________________________________ N u m b e r o f ________________ N u m b e r o f
D a te
R e fe re n c e
D e scrip tio n ______ s h a re s
Am ount
s h a re s
Am ount

________________________________________________________

S T O C K H O L D E R S E Q U IT Y A N A L Y S IS

18-77

Year of
E x p ira tio n

____________

P R E P A R E D BY P B C

F Y E _________________ 1

9_

F Y E _________________ 1 9 _ _
F Y E _________________ 1 9 _ _
F Y E _________________ 19
F Y E _________________ 19
F Y E _________________ 19
F Y E _________________ 19

C o n trib u tio n s

N et o p e ra tin g losses _______________________________________________________________________________________________________________________________________________________________ _
F Y E _________________ 19r __________________________ 4 ,5 7 6 . 1 9 _____________________________________ 4 ,5 7 6 . 19
1 9 ,6 7 1 .5 6 __________________________________ 1 9 ,6 7 1 .5 6 1 9 w
F Y E _________________ 19s ________________________________________ 3 ,0 0 0 .0 0 19s _________________ (3 ,0 0 0 .0 0 ) ________________ 1 9 ,6 7 1 .5 6 19s _________________(1 9 ,6 7 1 .5 6 ) ____________
FYE
19t
1, 5 7 6 .1 9 1 9 t
( 1 ,5 7 6 .1 9 )
F Y E _________________ 1 9 _
F Y E _________________ 19 ________
FYE _________________ 19 ________
F Y E _________________ 19

______

DATE

F IN A N C IA L S T A T E M E N T S _______________________________________ T A X R E T U R N
A m o u n ts _________ Y ears ________ A m o u n ts __________________A m o u n ts _______ Y ears _________ A m o u n ts
A m o u n t ______________ A p p lie d
A p p lie d to
R e m a in in g
Am ount
A p p lie d
A p p lie d to
R em aining

S U M M A R Y OF C A R R Y O V E R S
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PENSION ACCOUNTING WORKPAPER

PREPARED BY
DATE

MEMO CC DES
Prepaid Projected
Plan
(accrued)
benefit
assets
expense obligation

JOURNAL E
NTRY

Pension
expense
12/31-

Service Cost

Interest

Actual Return

Unexpected loss
Transition

PSC allocation

Contribution
Benefits
PBO change

Journal entry

12/31

Cash

Deferred
transition
loss

Prior
service
cost
__

Deferred
unexpected
cost

1 0 9 YEAR END R EC O N C ILIATIO N
PREPARED BY

____________ ________________ ________________ ______________

C

DR (CR)

(1)

D

DR (CR)
E

DR (CR)

(2)

F

DR (CR)

(3)

G

%
H

DR (CR)

______________ _________________________________ ____________________________ ________________ ____________ ________________

B

DR (CR)

D iffe re n ce

T o ta l change in te m p o ra ry d iffe re n c e s to be s h o w n on ta x expense c o m p u ta tio n w o rk p a p e r.

A ll "O th e r" Item s m u st be explained, and, if a p p ro p ria te , a d ju s tm e n ts /re lc a s s ific a tio n s p ro p o se d .

(2)

(3)

I

(CR)

J

DR (CR)

K

DR (CR)

N o n C u rre n t

FO O TNO TE ____________________ BALAN C E SHEET

C u m u la tiv e
Prior Y e a r ______________________________ C u rre n t Year __________________________________V a lu a tio n __________________
T ax R eturn
S ch M -1
O th e r
Balance
T ax Rate
T ax E ffe c t
A llo w a n c e
C u rre n t

CURRENT YEAR

M aterial net d iffe re n c e s should be ta x e ffe c te d and a re cla ssifica tio n a d ju s tm e n t m ade b e tw e e n th e in c o m e ta x payable and d e fe rre d ta x a cco u n ts

T O T A L-N E T DR (CR)

GROSS LIABILITY

FUTURE LIABILITIES (CR)

GROSS ASSET

Tax C redit C a rry fo rw a rd s :

A

DR (CR)

Prior Year
W orkpaper

see A nalysis o f Incom e Taxes Payable

(1)

-

~

NOL C a rryfo rw a rd s By
O rig in a tio n Year: ___________

FUTURE BENEFITS (DR)

REF T em porary D ifference

WP

C U M U LA T IV E

____________________________________________________________________________________________________________________________________________________________________________ D ATE

_____ ________________________ _____________________________________ _______________FAS
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Deferred Tax Asset Valuation Allowance

Prepared By
Date

INSTRUCTIONS: Prepare this workpaper whenever there is a gross deferred tax X
asset. If SCHEDULING of the reversal of the future deductions is required to
evaluate recoverability, substitute the year-by-year schedule for this workpaper .
Gross Deferred Tax Asset From FAS 109 year end
reconciliation workpaper

Less:

$

Income Taxes (Federal and State) Paid or Payable for Current and
Immediately Preceding Two Years. (Exclude State Taxes
if no carryback is permitted):
Tax Paid for 19
Tax Paid for 19
Tax Paid/Payable for 19
Total Paid

$
$
$
$

(A)

Taxes Refundable accrued
at
,19
$
(Year End)
Net Prior Tax

S(

Deferred Tax Asset not recoverable through carryback
— if negative, show ZERO and provide no allowance

Less: Gross Deferred Tax Liability from FAS 109
year end reconciliation workpaper

)

)

$(

)

Deferred Tax Asset to be recovered from future taxable income other
than reversal of temporary differences
— if negative, show ZERO and provide no allowance
$(

)

Caution: Deferred Tax Liabilities and Assets of separate
jurisdiction (e.g., federal vs. state) should not be offset,
if material.

(B)

Test of Profitability:
I. If a going concern modification would be applicable to this entity, provide
a valuation allowance equal to (B) above.

ii.

Amount from (A) above
divided by 3

$_

(B) divided by (C)

$

_(C)
(D)

Is (D) greater than 3?

YES

NO

Do the immediately preceding two years show cumulative
or zero GAAP earnings?

YES

NO

Is next year expected to have a GAAP loss or be break-even?

YES

NO

Are there unsettled circumstances that make it more than
likely that GAAP profitswill be significantly below the average
profits of the last three years?

YES

NO

If all answers are NO, then no allowance is needed.

iii. If neither i. nor ii. are applicable, prepare a workpaper analyzing the deferred tax assets and
documenting the judgements leading to a partial or full allowance equal to ( (B).

18-82

SMALL BUSINESS AUDIT MANUAL
Tax Expense Computation
Prepared By
Date
Reconciliation
of Expected to
Actual

Tax
Provision
TAX RETURN
1. Income (Loss) Before Income Taxes
2. Change in temporary differences Net Schedule M-1 Items
from FAS 109 Reconciliation

WP Ref

$

@ 34%

$

Expected Federal Tax Provision

Permanent Differences:

3. Permanent Differences: (list)

@
@
@
@
@
@

$
$
$
$
$
$

34%
34%
34%
34%
34%
34%

Total Permanent Differences

4. Taxable Income BEFORE STATE TAXES
@66%

%) [Use separate
5. State Income Tax (
worksheet, if necessary, for
computation of state income tax]

State tax, net

6. Taxable income - FEDERAL

7. Federal Tax - Use Separate Worksheet,
if necessary

Graduated rates

8. Additional accrual/Rounding

Additional accrual/Rounding

Total Current Provision

9.

DEFERRED TAX
10 Beginning of Year (FAS 109 Year End Reconciliation
times prior year rate PLUS Tax Credit

Carryover)
11

End of Year (FAS 109 Year End
Reconciliation Column H)

Gross Change

12

13 Less changes related to Equity Items
(FAS 109, par 36):

Prior Period Adjustments
Noncurrent Marketable Securities
14

(2)

Net Change

Rate changes

15 Valuation Allowance

Change in valuation Allowance - Exclude (1)
End of Year

changes due to expiration or
carryforwards and credits, and (2) purchase

Beginning of Year
Change in Valuation Allowance

accounting.
Actual Tax Provision - prepare a separate

16

17

column or workpaper for continuing
operations if different than net income.

Total Deferred Provision
Total Provisions

$

18 $

(1) Note: If DR on FAS 109 year end reconciliation workpaper show as income,
if CR on FAS 109 year end reconciliation workpaper show as a deduction.
(2) If a change in tax rate is included, compute by multiplying the change in rate by the beginning of year, (FAS 109 year end
reconciliation workpaper Column C) temporary difference and include in the expected to actual reconciliation.
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ANALYSIS OF INCOME TAXES PAYABLE

PREPARED BY:
DATE:

Payable

Current

CR

DR

Additional

State

Federal

Current

DR

Accrual (A)

Payable

CR

DR

Deferred

CR

Taxes

DR

CR

1. Beginning balance (per Prior Year adjusted TB)

2. Payment (Refunds) on 19

Tax Returns:

Federal
State

Subtotal
Total

3. 19

Tax Provisions - per books before audit

adjustment

4.

19

Estimates Pd: 1st qtr. Fed
1st qtr State
2nd qtr Fed
2nd qtr State
3rd qtr Fed

3rd qtr State
4th qtr Fed

4th qtr State

5. Other Items:

6. BALANCE per unadjusted trial balance

7. AJE

(to reclass current/deferred per

FAS 109 Year end reconciliation, instruction 1

8. AJE

(to adjust to Tax Comp @

tax expense computation workpaper)
a a a a a a a

9. Adjusted Balance
1

(

10

)

Reconciliation of Current Payable

Federal

State

Current

Current

Payable

Payable

Tax (Credit) per Current Year
Return or Accrual:

Estimates Paid:

Federal
State

Balance
(1)

a a a a a a a

(B)

2

(2)

(A)

Entities will not normally have a separate additional accrual account. However, for our workpaper purpo
ses, separately schedule any additional accrual and track it from year to year.

(B)

Should be equal to the Total Provision on tax expense computation work paper.
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CHAPTER 19

REPORTING ON AUDITED FINANCIAL STATEMENTS
19.000 CONCEPTS OF REPORTING

Applicability
19.001 This chapter is designed for use in audit engagements for nonpublic business entities using
generally accepted accounting principles (GAAP). Reporting guidance and sample reports for compilation
and review engagements are included in the IPS Compilation and Review Manual and in Chapter 20 of the
Comprehensive Engagement Manual.

Association With Financial Statements

19.002 Auditors are associated with financial statements when—
• They consent to the use of their name in documents containing financial statements.
• They submit financial statements they prepared or assisted in preparing to clients or others,
even though the firm's name is not included with the statements.
19.003 It is important to note that this definition applies to situations in which the auditor has been
engaged to audit the financial statements. It does not apply to compilation and review engagements.

Report Preparation
19.004 Firms should develop standard policies and procedures for preparing and issuing reports. The
following are some suggested report preparation policies:

• Letterhead. The report should be presented on firm letterhead.

• Addressee. The report should be addressed to the board of directors, stockholders, partners,
general partner, proprietor, or to the company whose financial statements are being audited.
If the firm was engaged by others, the report should be addressed thereto.

The Board of Directors
XYZ Company. Inc.
City, State
The Stockholders and Board of Directors
XYZ Company, Inc.
City, State
X/95
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• Salutation. A salutation should not be included on the report.
• Report Signing. The firm name should be manually signed by the engagement partner after
completing the Financial Statement Control Form in section 13.604 of Chapter 13. The words
Certified Public Accountant(s) should be excluded from the signature if they are a normal part
of the firm's letterhead.
• Report Dating. Audit reports should be dated as of the last day of field work. The date should
be presented at the bottom of the page along with the city and state, if not included in the firm
letterhead, as follows:

City, State
April 5, 19Y
If significant subsequent events are discovered before the report is issued, but after the
completion of field work, the report should be dual-dated for the subsequent events.
Subsequent events affecting previously issued reports that are being reissued will also cause the
report to be dual-dated. The following illustrates dual-dating:

City, State
February 26, 19Y, except for Note X as to which the date is April 5, 19Y

• Level of Service. The type of report to be issued and level of service to be performed should
be outlined in the engagement letter. The letter should be revised for any significant changes
from the original understanding with the client, such as a step-up or step-down in the level of
service.
The engagement partner should approve any step-up or step-down in the level of service. A
step-up in the level of service may occur after a revised understanding with the client. A step
down in the level of service should occur only after carefully evaluating the reasons for the
change. The reasons for the change may also affect the report at a lower level of service.
Limitations in the scope of an audit, for example, may preclude issuing a review or compilation
report.

If more than one level of service is performed for financial statements of the same period — for
example, compilation and audit —the financial statements should be accompanied only by the
report on the highest level of service performed.
Reports on Audited Financial Statements

19.005 Generally accepted auditing standards (GAAS) establish reporting responsibilities. The four
standards of reporting stated in AICPA Statement on Auditing Standards (SAS) No. 1, Codification of
Auditing Standards and Procedures (AU 150.02), are —
1. The report shall state whether the financial statements are presented in accordance with GAAP.

19.005
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------------------------------------------------------------------------------------------------------------------2. The report shall identify those circumstances in which GAAP has not been consistently applied
in the current period in relation to the preceding period.
3. Informative disclosures in the financial statements are to be regarded as reasonably adequate
unless otherwise stated in the report.

4. The report shall contain either an expression of opinion regarding the financial statements
taken as a whole, or a statement that an opinion cannot be expressed. When an opinion cannot
be expressed, the reasons should be stated. In all cases, the report should contain a clear-cut
indication of the degree of responsibility, if any, the auditor is taking.

19.100

AUDITOR'S REPORT

19.101
The standard auditor's report prescribed by SAS No. 58, Reports on Audited Financial Statements
(AU 508), should be used when the auditor has formed an opinion, based on the application of GAAS, that
the financial statements present fairly, in all material respects, an entity's financial position, results of
operations, and cash flows in accordance with GAAP. It should address all financial statements presented.
Standard auditor's reports for presentations of single-year and comparative financial statements are
illustrated in sections 19.601 and 19.602, respectively.

Modifications of the Standard Auditor's Report

19.102
In addition to the standard auditor's reports, SAS No. 58 describes situations that may require
auditors to modify the standard report, and also provides illustrations of the appropriate modifying
language. These modifications, which are discussed in greater depth in the following sections, are —
1. Explanatory Language. A wide variety of situations may arise that require a modification of
the standard auditor's report that do not affect the expression of an unqualified opinion. Some
of the more common of such situations are uncertainties,1 going-concern problems, the auditing
of part of the financial statements by another auditor, or a significant change in accounting
principles. The explanatory paragraph for situations that do not affect the auditor's opinion
should be placed after the opinion paragraph.

2. Qualified Opinion. Qualified opinions result from two general categories of situations: scope
limitations and departures from GAAP. A scope limitation arises when the auditor has been
unable to perform all of the auditing procedures he or she believes are necessary to express
an unqualified opinion on the financial statements. Financial statements containing a material
departure from GAAP, including inadequate disclosures in the financial statements, may lead
the auditor to qualify his or her opinion. Both situations require that an explanatory paragraph,
preceding the opinion paragraph, be included that describes the nature of the scope limitation
or the departure from GAAP.

1 As Discussed in Chapter 1, section 1.700, as this Manual went to press, the AICPA Auditing Standards
Board had issued an exposure draft of a proposed amendment to SAS No. 58, Reports on Audited
Financial Statements, that would eliminate the required explanatory paragraph for certain uncertainties.
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3. Disclaimer of Opinion. A disclaimer of opinion may be required when—
• The scope of the audit has been restricted so significantly that the auditor does not have a
basis for forming an opinion on the financial statements. If the auditor issues a disclaimer
of opinion on the financial statements due to a scope limitation, the report should indicate,
in a separate explanatory paragraph, why the audit did not comply with generally accepted
auditing standards. Also, any reservations regarding the fair presentation of the financial
statements in conformity with GAAP should be disclosed.
• The auditor is not independent. Whenever the auditor is not independent with respect to
a public entity whose financial statements have been audited, a disclaimer of opinion should
be issued. For nonpublic entities, the firm should issue a compilation report that includes
a statement that the firm is not independent. An illustration of a disclaimer of opinion due
to a lack of independence is provided in section 19.627.
• The auditor is associated with the unaudited financial statements of an entity that he or she
has not audited or reviewed. If the auditor is associated with financial statements that have
not been reviewed or audited, the report should state that an audit or review has not been
performed and address the accompanying financial statements.

4. Adverse Opinion. An adverse opinion should be expressed on financial statements that do not
present fairly the entity's financial position, results of operations, or cash flows in conformity
with GAAP. In other words, the auditor concludes that the financial statements are not fairly
presented in accordance with GAAP. Issuance of an adverse opinion requires inclusion of an
explanatory paragraph, preceding the opinion paragraph, that explains all of the reasons for
the adverse opinion and, if practicable, the effects of the subject matter of the adverse opinion
on the financial statements.
Audit Reporting Summary
19.103 The following summarizes common situations that may result in a report modification of the
standard auditor's report, as well as the type of report modification, if any, that should be made.

Audit Reporting Summary

Situation

Type of
Modification

Scope Limitations

19.103

Auditor is unable to perform all necessary auditing procedures
(section 19.603)

Qualified opinion

Auditor is unable to form an opinion because of the inability
to perform necessary auditing procedures (section 19.610)

Disclaimer of opinion
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Situation

Type of
Modification

Uncertainties

Going-concern problem (section 19.613)

Explanatory paragraph or
disclaimer of opinion

Inadequate disclosure of uncertainty

Qualified or adverse
opinion

Other uncertainties (section 19.612)2

Explanatory paragraph or
disclaimer of opinion

Departures From GAAP

Use of unacceptable principle that affects financial statement items
but not the statements as a whole (section 19.606)

Qualified opinion

Use of an unacceptable principle that materially affects financial
statements as a whole (section 19.607)

Adverse opinion

Inadequate disclosure (section 19.608)

Qualified or adverse
opinion

Rule 203 departure (GAAP departure is necessary to keep financial
statements from being misleading)

Explanatory paragraph
preceding opinion

Financial Statements Containing Errors, Irregularities, and Illegal Acts

Amounts cannot be determined because of restrictions by client

Qualified or disclaimer of
opinion

Amounts are material and not properly disclosed

Qualified or adverse
opinion

Amounts and legality of matter are uncertain

Qualified or disclaimer of
opinion

Client will not accept report modification

No report should be issued

2 See Footnote 1.
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-------------------------- ♦
Situation

Type of
Modification

Change to an Unacceptable Principle

Change materially affects financial statement items but not the
statements as a whole (section 19.610)

Qualified opinion

Change materially affects financial statements as a whole

Adverse opinion

Client fails to provide reasonable justification for a
change between alternative acceptable principles (section 19.611)

Qualified opinion

Accounting Principles Not Consistently Applied

Consistency exception (section 19.609)

Explanatory paragraph

Current period effect not material, but material future effect
expected

Qualified opinion if not
adequately disclosed in
notes

Reporting on a Single Statement

Balance sheet only presented (section 19.625)

Modify to refer only to
balance sheet

Balance sheet audited, other statements not audited also
presented (section 19.626)

Modify to report on bal
ance sheet, disclaimer on
other statements

First-year Audit by the Firm
GAAP determined to be consistent

No modification

GAAP consistency undeterminable

Disclaimer of opinion

Beginning inventory balances not audited, GAAP determined
consistent (section 19.605)

Explanatory paragraph;
disclaimer on statements of
earnings and cash flows

Different Level of Prior-Period Service

Current period audited, prior period reviewed or compiled
(sections 19.618 and 19.619)

19.103

Additional paragraph
following opinion para
graph describing prior
period review or
compilation
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Situation

Current period reviewed or compiled, prior period audited

Type of
Modification
Additional paragraph
describing prior-period
audit

Part of Audit Performed by Other Auditors
Principal auditor does not rely on other auditor's work
(section 19.614)

Modify introductory
and opinion paragraphs

Principal auditor assumes responsibility for other auditor's work

No modification

Prior-Period Audit Performed by a Predecessor

Predecessor reissues report

No modification

Predecessor does not reissue, prior period unqualified
(section 19.615)

Modify introductory para
graph to address prede
cessor's report and type of
opinion

Prior period is qualified, restatement is necessary (section 19.616)

Modify introductory para
graph to address predeces
sor's report and type of
opinion

Prior period qualified, restatement subsequently make
(section 19.617)

Modify introductory para
graph to address prede
cessor's report and
restatement

Successor auditor reaudits prior period
(section 19.619)

No mention of
predecessor's opinion

Relying on the Work of Specialists

Unable to resolve difference between specialist's findings and
financial statement representations (scope limitation)

Qualified or disclaimer
of opinion

Representations in financial statements not in accordance with GAAP

Material effect on financial statement items, but not the
financial statements as a whole
8/95
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Situation

Material effect on the financial statements as a whole

Type of
Modification

Adverse opinion

Lack of Independence
Nonpublic companies

Step down to compilation
and disclose lack of inde
pendence

Public companies (section 19.627)

Disclaimer of opinion

Emphasis of a Matter
Desire to emphasize a matter that does not affect an unqualified
opinion (section 19.628)

Explanatory paragraph
following opinion para
graph

Financial Statements Containing Supplementary Information

19.103

Information subjected to auditing procedures (section 19.620)

Standard report on supple
mentary information

Part of information subjected to auditing procedures (section 19.621)

Disclaimer on part of sup
plementary information;
standard report on
remainder

No procedures applied to information (section 19.622)

Disclaimer on supplemen
tary information

Report on basic financial statements qualified for scope
limitation, departure from GAAP, inconsistent GAAP or
uncertainty (section 19.623)

Consider effect of quali
fication on supplementary
information

Disclaimer of opinion on basic financial statements

Disclaimer on supplemen
tary information

Supplementary information not presented in accordance with GAAP

Adverse opinion on supple
mentary information
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Scope Limitations
19.104 Restrictions on the scope of an audit, whether imposed by the client or by circumstances such as
the timing of the auditor's work, the inability to obtain sufficient, competent evidential matter, or an
inadequacy in the client's accounting records, may require a qualified opinion or a disclaimer of opinion.
Client-imposed restrictions that significantly limit the scope of an audit ordinarily should result in a
disclaimer of opinion on the financial statements. Deciding whether to qualify or disclaim is a matter of
judgment, and generally the primary factor in this decision is the materiality of the financial statement items
affected. However, other factors should be considered, such as the pervasiveness of the effects of the
omitted auditing procedures and the nature of the financial statement items affected. Illustrated in sections
19.603 and 19.604, respectively are a qualified opinion and a disclaimer of opinion due to a scope
limitation.

19.105 First-Year Audits. When the firm is engaged for an initial audit, the scope of work must cover
beginning balances that affect the statements of earnings and retained earnings, and the statement of cash
flows. If the firm is able to satisfy itself as to the beginning balances, no mention is required in the report.
If the firm cannot satisfactorily complete procedures for material beginning balances, a disclaimer of
opinion will be required for the statements of earnings and retained earnings and for the statement of cash
flows. The firm should also perform limited procedures to determine that GAAP has been consistently
applied between periods. If the inadequacy of records prevents the firm from doing so, an opinion cannot
be expressed on the current year financial statements. Section 19.605 illustrates reporting language when
the beginning inventory amount cannot be satisfactorily audited.
Departures From GAAP
19.106 Unacceptable Principles. Significant departures from GAAP require that the auditor issue either
a qualified or an adverse opinion. Choosing between a qualified or an adverse opinion depends on the
magnitude of the departure. While the materiality of the effects of the departure is a primary consideration,
the auditor should also consider the pervasiveness of the departure, that is, the number of financial
statement items affected, the importance of the departure to the entity's business, and the dollar effect of
the departure on individual financial statement items as well as on the statements as a whole.
19.107 For both qualified and adverse opinions, an explanatory paragraph should be included, preceding
the opinion paragraph, that describes all of the substantive reasons for the auditor's opinion and the effects
on the financial statements, if readily determinable. If it is not practical to determine the effects of the
departure, the explanatory paragraph should contain a statement to that effect. If information about the
effects of the departure are described in the notes, the explanatory paragraph can be shortened by referring
to the note.

19.108 The opinion paragraph for a qualified opinion due to a departure from GAAP should include the
words except or exception and a reference to the explanatory paragraph that describes that departure.
Adverse opinions should include language such as "do not present fairly" and should also include a
reference to the explanatory paragraph. Illustrated in sections 19.606 and 19.607 respectively are qualified
and adverse opinions due to a departure from GAAP.
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19.109
Inadequate Disclosure. Departures from GAAP include not just inappropriate application of
accounting principles, but also omitted or inadequate disclosures in the financial statements including
omission of the statement of cash flows. Such situations require the auditor to add an explanatory
paragraph, preceding the opinion paragraph, that describes the nature of the inadequate or omitted
disclosure and, if practical, the information that should have been disclosed. The significance of the
omitted or inadequate disclosure will determine whether a qualified or adverse opinion is appropriate.
Section 19.608 illustrates a sample qualified opinion due to inadequate disclosure.
19.110
Errors, Irregularities, and Illegal Acts. If the financial statements are materially affected by an
error, irregularity, or illegal act that has not been properly accounted for and disclosed, a qualified or
adverse opinion should be considered. If the auditor is precluded from applying necessary procedures or
from obtaining sufficient information to conclude whether an error, irregularity, or illegal act that could
be material to the financial statements has occurred, a qualified opinion or a disclaimer of opinion should
be issued. All such matters should be discussed immediately with the engagement partner.
19.111
If a client will not accept modification of the report under the circumstances above, the firm should
consider withdrawing from the engagement.
19.112
Failure to Apply an Authoritative Pronouncement (Rule 203 of the AICPA Code of
Professional Conduct). A qualified or adverse opinion is required if there is a material departure from
GAAP, unless conformity with GAAP would cause the financial statements to be misleading. In these rare
cases, an unqualified opinion may be issued, with an explanatory paragraph that describes the departure,
its approximate effects, if determinable, and the reasons why application of the principle would cause the
statements to be misleading.

Consistency Exceptions

19.113

Accounting changes affecting consistency include—
• A change from one generally accepted accounting principle to another method, practice, or
principle that is different from the one previously used
• A change from an unacceptable to an acceptable principle (correction of an error)
• A change in financial statement classification that significantly affects financial position or
results of operations (for example, classification of an item in earnings from operations as other
income or expense)
• A change in reporting entity including—

— Consolidated or combined statements instead of individual company statements

— Changes in the entities included in consolidated or combined statements

19.109
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Accounting changes not normally affecting consistency include—

• Initial adoption of an existing accounting principle for a new event or transaction
• Insignificant reclassification
• Correction of errors not involving an accounting principle

• Changes in accounting estimates

19.115
The nature of the accounting change will determine whether prior-period financial statements
should be restated or a cumulative adjustment should be included in current earnings. In either event, the
change should be disclosed in the notes to the financial statements and in the auditor's report in a separate
paragraph following the opinion paragraph. The auditor's concurrence with a change is implicit unless he
or she takes exception to the change. The opinion paragraph would be standard unless the change is to an
unacceptable principle or method, the change is not justified, or a prospective change of a principle
requiring retroactive adjustment is not discussed. In such situations, either a qualified or adverse opinion
should be issued. The reports in sections 19.609, 19.610, and 19.611 illustrate the appropriate reporting
language for various consistency exceptions.
Uncertainties3

19.116
Uncertainties are significant circumstances, events, or transactions affecting the financial
statements, the outcome of which cannot be reasonably estimated. Uncertainties are a particularly complex
area because they can result in a qualified or adverse opinion due to a departure from GAAP, a qualified
opinion or disclaimer due to a scope limitation, or merely an explanatory paragraph that does not affect
the auditor's opinion. Statement of Financial Accounting Standards (SFAS) No. 5, Accounting for
Contingencies (CT 59) and SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties, which
expands on the disclosure requirements of SFAS No. 5, are the primary authoritative pronouncements for
financial statement presentation and disclosure of uncertainties.
19.117
Uncertainties Not Requiring Modification of the Opinion. Paragraph 23 of SAS No. 58 (AU
508.23) states that when the auditor has concluded that an uncertainty exists, he or she should consider
whether the matter warrants disclosure in the notes to the financial statements and inclusion of an
explanatory paragraph in the auditor's report. This assessment is based on the likelihood that the resolution
of the uncertainty will result in a material loss. If management and the auditor believe the likelihood of
a material loss is "remote," no explanatory paragraph or disclosure would be required. If the likelihood
of a material loss is "probable" and, in some instances "reasonably possible,"—but no accrual is made
because the amount or range of possible loss cannot be reasonably estimated—the uncertainty should be
disclosed in the notes to the financial statements and the auditor should include an explanatory paragraph
in the report. The explanatory paragraph should describe the uncertainty and indicate that the outcome
cannot presently be determined. This paragraph may be shortened by referring to information in the notes
to the financial statements. Because this situation does not result in a modified opinion, no mention should
be made of the uncertainty in the introductory, scope, or opinion paragraphs of the report.

3 See Footnote 1.
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19.118
Scope Limitations. A qualified opinion or disclaimer of opinion may be required if the auditor
is unable to obtain sufficient information to support management's assertions about the uncertainty. In
some ways, information about uncertainties may be considered insufficient because it is dependent on
future, unknown events. However, if the auditor determines that information did or does exist, but it is
unavailable to him or her (for example, because the information was destroyed or management will not
allow the auditor to have access to it), the auditor should consider modifying the report for a scope
limitation.
19.119
Departures From GAAP. SAS No. 58, paragraph 19 (AU 508.19), describes three categories
of departures from GAAP involving uncertainties:
• Inadequate disclosure
• Inappropriate accounting principles
• Unreasonable accounting estimates

19.120
As mentioned in section 19.116, SFAS No. 5 sets forth the disclosure requirements for con
tingencies. A qualified or adverse opinion due to a departure from GAAP may be necessary if the auditor
concludes that the uncertainty has not been appropriately disclosed in accordance with SFAS No. 5.
19.121
Also, a departure from GAAP may exist if management has made inappropriate estimates of future
events in applying accounting principles (such as the use of unreasonable expected lives of depreciable
assets for calculating depreciation) or in making other accounting estimates.

19.122
Resolution of the Uncertainty. When an uncertainty has been resolved in a subsequent period,
the explanatory paragraph should be removed, and any effects of the uncertainty should be recorded in the
period of resolution.
19.123
An example of a report with an explanatory paragraph (following the opinion paragraph)
describing an uncertainty is shown in section 19.612.
19.124
Going-Concern Uncertainties. SAS No. 59, The Auditor's Consideration of an Entity's Ability
to Continue as a Going Concern (AU 341), discusses the auditor's responsibilities for considering the
entity's ability to continue as a going concern. If the auditor concludes that there is substantial doubt about
the entity's ability to continue as a going concern, the situation should be described in an explanatory
paragraph, following the opinion paragraph. The explanatory paragraph should describe the principal
events and conditions related to the going-concern uncertainty, their possible effects on the financial
statements, management's plans for corrective actions, and the auditor's conclusion that substantial doubt
exists. SAS No. 64, Omnibus Statement on Auditing Standards, paragraph 1 (AU 341.12), imposes the
additional requirement that the explanatory paragraph include the terms "substantial doubt" and "going
concern." An example of a report with an explanatory paragraph for a going concern is shown in section
19.613.4

4 The AICPA Auditing Standards Board recently issued an Auditing Interpretation, Eliminating a GoingConcern Explanatory Paragraph From a Reissued Report, which deals with situations where a previously
issued report contains a going-concern explanatory paragraph, and the situation that gave rise to the
going-concern has been resolved. Chapter 1, section 1.700 summarizes the guidance in this
Interpretation.
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19.125
If financial statement disclosures about the uncertainty are inadequate, a departure from GAAP
exists, and either a qualified or adverse opinion may be necessary.

19.200

REPORT BASED ON WORK OF OTHER AUDITORS

19.201
Before deciding to use the work and reports of other auditors who have audited the financial
statements of one or more subsidiaries, divisions, or components of financial statements, the auditor must
first conclude that he or she is the "principal auditor." Merely auditing the parent company or the home
office does not necessarily qualify the auditor as the principal auditor. The auditor should consider the
materiality of the portion of the financial statements he or she has audited compared to the portion audited
by other auditors, his or her knowledge of the overall financial statements, and the importance of the
components audited in relation to the entity's entire business.

19.202
Once the auditor has concluded that he or she may serve as the principal auditor, the next step is
to decide whether the auditor's report should refer to the other auditor's work.
Decision to Refer to Other Auditor's Work

19.203
If the auditor decides to refer to the other auditor's work, the standard auditor's report should
indicate, in the introductory, scope, and opinion paragraphs, the division of responsibility. Generally this
is accomplished by stating the dollar amounts or the percentages of total assets and revenues audited by
the other auditor. In most cases, the other auditor is not named in the principal auditor's report.
However, if the other auditor is named, it should be done only with the other auditor's permission and the
other auditor's report should be presented with the principal auditor's report. Section 19.205 describes
certain procedures the auditor should follow when referring to another auditor's work.
Decision Not to Refer to Other Auditor's Work

19.204
SAS No. 1 (AU 543) establishes guidance for relying on the work of the other auditors. Obviously,
if the principal auditor decides not to refer to the other auditor's work or report, he or she must take
responsibility for the work done by the other auditor. In addition to the procedures discussed in section
19.205, the principal auditor should also consider visiting the other auditor, discussing the procedures
followed and the results, and reviewing the other auditor's audit programs and working papers.
Procedures for Both Methods
19.205
Regardless of whether the principal auditor refers to the other auditor, SAS No. 1 (AU 543)
requires the principal auditor to—

• Inquire about the other auditor's professional reputation.
• Obtain a written representation from the other auditor that he or she is independent.
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-----------------------------------------------------------------------------------------------------------------• Ascertain through communication with the other auditor that—
— He or she is aware that the financial statements audited by the other auditor will be included
in the financial statements to be audited by the principal auditor.5
— He or she is familiar with U.S. GAAP and GAAS and will conduct the audit and report
accordingly.
— He or she has knowledge of the relevant financial reporting requirements for statements and
schedules to be filed with regulatory agencies.5
— A review will be made of matters affecting elimination of intercompany transactions and
accounts and uniformity of accounting practices.

19.206 Section 19.614 shows a reporting example appropriate for situations in which the principal auditor
does not rely on the other auditor's work.

19.300 REPORTING ON COMPARATIVE FINANCIAL STATEMENTS

Prior-Period Audit Performed by Predecessor
19.301 When prior periods have been audited by a predecessor auditor, the predecessor may reissue his
or her report with the comparative financial statements. A predecessor's reissuance requires that he or she
read the current comparative financial statements, inquire of the continuing auditor concerning facts that
may affect the prior-period report, and obtain a representation letter from the continuing auditor concerning
any relevant information affecting the prior-period financial statements. In certain instances, the successor
auditor may be requested to "reaudit" the prior-period financial statements. Chapter 1 contains a discussion
of a recently issued Auditing Interpretation that provides guidance to the successor auditor in these
situations.
19.302 If the predecessor declines to reissue his or her report, the successor may report on the current
period financial statements and refer to the predecessor's report on the prior-period statements. Sections
19.615, 19.616, and 19.617 illustrate such reports.

Reporting on Audited and Unaudited Financial
Statements in Comparative Form

19.303 When audited financial statements are presented in comparative form with prior-period financial
statements of a nonpublic entity that were compiled or reviewed, the auditor should either (1) reissue the
compilation or review report or (2) include a separate paragraph in the current year's report that describes
his or her responsibility for the prior-period financial statements. Reissuing the prior-period compilation
or review report requires that the auditor to present the prior-period report in its entirety, using the original
report date. Regardless of which alternative is chosen, the auditor should consider whether the prior-period
compilation or review report is still appropriate in light of information he or she becomes aware of during
the current year's audit.

5 These procedures are generally not required if the principal auditor already knows of the other auditor's
reputation and the other auditor's primary place of practice is the U.S.
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19.304 As a practical matter, it is generally easier to add the separate paragraph to the current year's
auditor's report. This paragraph should include—
• A statement of the service performed in the prior period.
• The date of the prior-period report.
• A description of any modifications of the report.
• A statement that the service was less in scope than an audit and does not provide a basis for
expressing an opinion on the financial statements taken as a whole.

19.305 Sections 19.618 and 19.619 illustrate examples of reports on comparative financial statements with
the current period audited and the prior period compiled or reviewed.

19.400 REPORTING ON SUPPLEMENTARY INFORMATION
19.401 Supplementary information includes detailed schedules of other data that are not necessary for a
fair presentation of the basic financial statements. Whenever supplementary information is included in an
auditor-submitted document, the degree of responsibility, if any, the auditor is taking for that information
must be indicated. The auditor may either prepare a separate report on the supplementary information or
report on the supplementary information in a separate paragraph in the report on the basic financial
statements. If a separate report is issued, it should be on the firm's letterhead and be signed. The report
date should be the same as the date of the report on the basic financial statements.

19.402 Reports on supplementary information should express or disclaim audit assurance. The extent and
results of testing of supplementary information will determine the firm's responsibility in each
circumstance. Illustrated in sections 19.620-19.623 are the separate paragraphs that would be added,
following the opinion paragraph, to the auditor's report on the basic financial statements. If a separate
report on the supplementary information is issued, the first sentence should refer to the report on the basic
financial statements.
19.403 Common Interest Realty Associations (CIRA). The AICPA Audit and Accounting Guide, Audits
of Common Interest Realty Associations, establishes a unique requirement for financial statements of CIRAs
— required supplementary information. That information, which is not considered part of the basic
financial statements, includes estimates of current or future costs of major repairs and replacements,
estimates of the remaining useful lives of certain components, and amounts of accumulated funds.
19.404 If the CIRA financial statements are not accompanied by the required supplementary information,
the report shown in section 19.624 should be issued.
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-----------------------------------------------------------------------------------------------------------------19.500 OTHER REPORTING SITUATIONS

Reporting on a Single Statement
19.501 In certain circumstances, auditors may accept engagements to audit a single financial statement.
Generally these engagements, called "limited reporting engagements," are a result of the client needing a
single financial statement to fulfill a contractual requirement, such as a retail entity that must provide its
landlord with an audited income statement for purposes of calculating rent. Also, entities that have never
been audited often request an audit of the balance sheet only for the first year, with the intention of having
audits of the complete set of financial statements in the future. This type of engagement is generally
appropriate as long as the auditor is satisfied that there is a legitimate reason for the limited engagement,
and provided there are no restrictions on access to information underlying the financial statements or on
the scope of the procedures to be performed. In such engagements, the auditor can express an unqualified
opinion on the financial statement he or she was engaged to audit. Section 19.625 illustrates this type of
report. If the other financial statements are presented, the auditor should issue a disclaimer of opinion on
those statements. Section 19.626 illustrates this type of report.

Relying on the Work of a Specialist
19.502 The firm may engage specialists to perform certain work supporting representations in the financial
statements. If a review of the specialist's work finds it satisfactory, and if no report modification is made
because of the specialist's findings, SAS No. 73, Using the Work of a Specialist, prohibits any reference
to the specialist's work.
19.503 If the specialist's work is not adequate to support the financial statement representations, a
qualification or disclaimer of opinion because of a scope limitation may be required by SAS No. 73
(AU 336.10). Findings of the specialist that indicate the financial statements are not in accordance with
GAAP may require a qualified or adverse opinion.
Lack of Independence

19.504 Whenever the firm is not independent with respect to a public entity whose financial statements
have been audited, a disclaimer of opinion should be issued. For nonpublic entities, the firm may issue
a compilation report that includes a statement that the firm is not independent. Whenever the firm is not
independent with respect to a public entity whose financial statements have been audited, a disclaimer of
opinion should be issued. For nonpublic entities, the firm should issue a compilation report that includes
a statement that the firm is not independent. Section 19.627 illustrates a disclaimer of opinion due to a lack
of independence.

Emphasizing a Matter in an Unqualified Opinion

19.505 Occasionally, the firm may express an unqualified opinion, but wishes to call attention to a
material matter or circumstance, such as—

• A material accounting principle change to be made in the future.

19.501
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• Current-period accounting estimate changes that materially affect comparability with prior
periods.
• A significant, unusual subsequent event.

• Significant related-party transactions.
19.506 Illustrated in section 19.628 is an auditor's report that includes an emphasis-of-a-matter paragraph.

Updated Opinion Differs From Previous Opinion
19.507 When preparing a report on comparative financial statements, the auditor should consider whether
any circumstances or events have come to his or her attention in the current year's audit that could affect
his or her opinion on the prior year's financial statements. For example, if a qualified opinion was
expressed on the prior year's financial statements due to a departure from GAAP, and in the current year
the departure was corrected and the financial statements restated, an unqualified opinion would be issued
on the restated financial statements.

19.508 When the updated opinion differs from the original opinion, the reasons for the differing opinions
should be disclosed in a separate explanatory paragraph, preceding the opinion paragraph. The explanatory
paragraph should disclose the date of the original report, the type of opinion previously expressed, the
circumstances or events that caused the auditor to express a different opinion, and the fact that the updated
opinion is different from the one previously issued.
19.509 Illustrated in section 19.629 is a report example that includes explanatory paragraphs describing
how the updated opinion differs from the previous opinion.

Reissuance of Audit Reports as Predecessors
19.510 If the firm is asked by a former client to reissue its report on prior-period financial statements, the
firm should inform the client of the procedures necessary to comply with that request. If the client agrees
to perform these procedures and pay the fee for these services, the firm would ordinarily agree to reissue
the report.

19.511 Before reissuing a report, the firm should consider whether the previous opinion on those
prior-period statements is still appropriate. Differences in the current form and presentation of the financial
statements for the prior period, or the possibility of material subsequent events affecting those financial
statements, could make the previous opinion inappropriate. The firm should perform at least the following
procedures:
1. Read the financial statements of the current period.

2. Compare the prior-period financial statements with the financial statements to be presented in
comparative format by the successor.
3. Obtain a letter of representation from the successor auditor. The successor should represent
that his or her audit has not revealed any matters that may have a material effect on the prior
period financial statements.
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19.512 If the firm reissues its report without change, the previous report date should be used. If the
financial statements or the report of the prior period are revised, the report should be dual dated in respect
to the event or matter causing the revision. There should be no reference to the report or the work of the
successor auditor.
Reissuance of the Independent Auditor's Report
Subsequent to the Date of the Original Issue

19.513 Occasionally the firm may be requested by a client to furnish additional copies of a previously
issued report. Approval of the engagement partner is necessary to reissue a previously issued report.
Upon such reissue, the partner should prepare a memo stating the reasons for the reissue of additional
copies and that he or she is not aware of any circumstances occurring subsequent to the original report date
that would require adjustment to or disclosure in the financial statements.

19.514 Use of the original report date removes any implication that records, transactions, or events after
that date have been audited or reviewed. Although the firm has no responsibility to make further
investigation or inquiry as to subsequent events, the engagement partner should consider a brief discussion
with the client's chief financial or executive officer before reissuing the report.
Subsequent Discovery of Facts Existing at Report Date
19.515 Although the auditor has no obligation to make any continuing inquiries or perform other
procedures after issuance of the report, the auditor may become aware of information that affects the
financial statements previously reported on. When the auditor becomes aware of such information, the
auditor should determine the reliability of the information and whether such information existed at the date
of the report. The engagement partner should make inquiries of client management in this regard.

19.516 If (1) the information is reliable and did exist at the date of the report, (2) the report would have
been affected if the information had been known at the report date, and (3) there are persons relying on
the financial statements who would attach importance to the information, the auditor should take action to
prevent future reliance on the report. If the engagement partner concludes that action should be taken to
prevent future reliance on the report, he or she should advise the client to make appropriate disclosure of
the newly discovered facts and their impact on the financial statements to the persons known to be, or likely
to be, relying on the financial statements and related report. Disclosures should be made in one of the
following ways:
• If the effects of subsequent facts can be promptly determined, disclosure should include
reissuing revised financial statements and a revised report. The reasons for the revision usually
should be described in a note to the financial statements and referred to in the report.

• If the current financial statements have not been released, appropriate disclosure of the revision
of the prior-period financial statements can be included therein.
• When the effects of subsequent facts cannot be readily determined, revisions of financial
statements and reports may be delayed. In this case, persons known to be, or likely to be,
relying on the financial statements should be notified by the client that the financial statements
and related reports should not be relied on, and that revised financial statements and report will
be forthcoming.
19.512
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19.517 If the client refuses to make the disclosures discussed above, the firm should contact legal counsel.
The engagement partner should also notify all members of the board of directors of such refusal and that
the firm will take the following steps to prevent future reliance on its report:
• Notify the client that the auditor's report must no longer be associated with the financial
statements.
• Notify any applicable regulatory agencies that the report should no longer be relied upon.
• Notify each person known to be relying on the financial statements that the report should no
longer be relied upon.

19.518 If investigation of the subsequently discovered information is satisfactory, and it is determined that
the information is reliable, the notifications in section 19.517 should include a description of the effects
of the information on the financial statements. If the client has not cooperated and, as a result, the auditor
has been unable to conduct a satisfactory investigation, the auditor does not need to indicate the details of
the information. Instead, the auditor should indicate that the report must no longer be relied upon nor
should the auditor be associated with the financial statements.

19.600 SAMPLE AUDITOR'S REPORTS
Sections 19.601-19.629 present Sample Auditor's Reports for various reporting situations. (See also
section 19.103 for the Audit Reporting Summary.)
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19.601 Single Period-Financial Statements

Independent Auditor's Report
We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
the related statements of earnings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and
its cash flows for the year then ended in conformity with generally accepted accounting principles.
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19.602 Comparative Financial Statements

Independent Auditor's Report

We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.
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19.603 Qualified Opinion — Scope Limitation

Independent Auditor's Report

We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
Except as discussed in the following paragraph, we conducted our audits in accordance with generally
accepted auditing standards. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

We were unable to obtain audited financial statements supporting the Company's investment in a foreign
affiliate stated at $___ and $____ at December 31, 19X and 19W, respectively, or its equity in earnings
of that affiliate of $__ and $____ , which is included in net earnings for the years then ended as described
in Note X to the financial statements; nor were we able to satisfy ourselves as to the carrying value of the
investment in the foreign affiliate or the equity in its earnings by other auditing procedures.
In our opinion, except for the effects of such adjustments, if any, as might have been determined to be
necessary had we been able to examine evidence regarding the foreign affiliate investment and earnings,
the financial statements referred to in the first paragraph present fairly, in all material respects, the financial
position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its operations and
its cash flows for the years then ended in conformity with generally accepted accounting principles.
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♦ -----------------------------------------------------------------------------------------------------------------19.604 Disclaimer of Opinion — Scope Limitation

Independent Auditor's Report

We were engaged to audit the accompanying balance sheets of XYZ Company, Inc. as of December 31,
19X and 19W, and the related statements of earnings, retained earnings, and cash flows for the years then
ended. These financial statements are the responsibility of the Company's management.

The Company did not make a count of its physical inventory in 19X or 19W, stated in the accompanying
financial statements at $as of December 31, 19X, and at $as of December 31, 19W. Further,
evidence supporting the cost of property and equipment acquired prior to December 31, 19W, is no longer
available. The Company's records do not permit the application of other auditing procedures to inventories
or property and equipment.
Since the Company did not take physical inventories and we were not able to apply other auditing
procedures to satisfy ourselves as to inventory quantities and the cost of property and equipment, the scope
of our work was not sufficient to enable us to express, and we do not express, an opinion on these financial
statements.
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19.605 First-Year Audit — Beginning Balances Not Audited

Independent Auditor's Report
We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
were engaged to audit the related statements of earnings, retained earnings, and cash flows for the year
then ended. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audit.

Except as discussed in the following paragraph, we conducted our audits in accordance with generally
accepted auditing standards. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.
We did not observe the taking of the physical inventory as of December 31, 19W, since that date was prior
to our appointment as auditors for the Company, and we were unable to satisfy ourselves regarding
inventory quantities by means of other auditing procedures. Inventory amounts as of December 31, 19W,
enter into the determination of results of operations and cash flows for the year ended December 31, 19X.
Therefore, we are unable to express, and do not express, an opinion on the accompanying statements of
earnings, retained earnings, and cash flows for the year ended December 31, 19X.

In our opinion, the accompanying balance sheet presents fairly the financial position XYZ Company, Inc.
as of December 31, 19X, in conformity with generally accepted accounting principles.
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19.606 Qualified Opinion — Departure from GAAP

Independent Auditor's Report
We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
The financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

The Company has excluded, from property and long-term debt in the accompanying balance sheets, certain
lease obligations that, in our opinion, should be capitalized in order to conform with generally accepted
accounting principles. If these lease obligations were capitalized, property would be increased by $___
and $___ , long-term debt by $___ and $____ , and retained earnings by $___ and $____ as of December
31, 19X and 19W, respectively. Additionally, net earnings would be increased (decreased) by $___ and
$and earnings per share would be increased (decreased) by $___ and $____ , respectively, for the
years then ended.
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in the
preceding paragraph, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.

8/95

19.606

19-30

SMALL BUSINESS AUDIT MANUAL

19.607 Adverse Opinion — Departure from GAAP

Independent Auditor's Report
We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Note X to the financial statements, the Company carries its property, plant, and equipment
accounts at appraisal values, and provides depreciation on the basis of such values. Further, the Company
does not provide for deferred taxes with respect to differences between the tax bases of assets and their
financial reporting amounts arising because of the use, for income tax purposes, of the accelerated method
of depreciation. Generally accepted accounting principles require that property, plant, and equipment be
stated at an amount not in excess of cost, reduced by depreciation based on such amount, and that deferred
income taxes be provided.
Because of the departures from generally accepted accounting principles identified above, as of December
31, 19X and 19W, inventories have been increased $and $by inclusion in manufacturing
overhead of depreciation in excess of that based on cost; property, plant, and equipment, less accumulated
depreciation, is carried at $___ and $____in excess of an amount based on the cost to the Company; and
deferred income taxes of $___ and $____ have not been recorded; resulting in an increase of $____ and
$in retained earnings and in stockholders' equity of $and $, respectively. For the years
ended December 31, 19X and 19W, cost of goods sold has been increased $___ and $____ , respectively,
because of the effects of the depreciation accounting referred to above, and deferred income taxes of $_
_ and $have not been provided, resulting in an increase in net earnings of $and $,
respectively.

In our opinion, because of the effects of the matters discussed in the preceding paragraphs, the financial
statements referred to above do not present fairly, in conformity with generally accepted accounting
principles, the financial position of XYZ Company, Inc. as of December 31, 19X and 19W, or the results
of its operations or its cash flows for the years then ended.
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♦ -----------------------------------------------------------------------------------------------------------------19.608 Qualified Opinion — Inadequate Disclosure

Independent Auditor's Report
We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings and retained earnings for the years then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

The Company declined to present a statement of cash flows for the years ended December 31, 19X and
19W. Presentation of such statement summarizing the company's operating, investing, and financing
activities is required by generally accepted accounting principles.
In our opinion, except that the omission of a statement of cash flows results in an incomplete presentation
as explained in the preceding paragraph, the financial statements referred to above present fairly, in all
material respects, the financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and
the results of its operations for the years then ended in conformity with generally accepted accounting
principles.
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19.609 Explanatory Paragraph — Change of GAAP

Independent Auditor's Report

We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.

As discussed in Note X to the financial statements, the Company changed its method of computing
depreciation in 19X.

19.609
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19.610 Change to an Unacceptable Principle — Qualified Opinion

Independent Auditor's Report

We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also incudes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

As described in Note A, the Company previously allocated manufacturing overhead to inventories. On
January 1, 19X, the Company adopted the method of charging manufacturing overhead to expense when
incurred. This practice has understated net earnings for the year ended December 31, 19X, by $__ . This
new method is not in accordance with generally accepted accounting principles.
In our opinion, except for the effects of the change in the method of recording manufacturing expenses
described in the preceding paragraph, the financial statements referred to in the first paragraph present
fairly, in all material respects, the financial position of XYZ Company, Inc. as of December 31, 19X and
19W, and the results of its operations and its cash flows for the years then ended in conformity with
generally accepted accounting principles.
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-----------------------------------------------------------------------------------------------------------------19.611 Client Fails to Provide Reasonable Justification for a Change Between Alternative Acceptable
Principles

Independent Auditor's Report
We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.
As disclosed in Note X to the financial statements, the Company adopted, in 19X, the first-in, first-out
method of accounting for its inventories, whereas it previously used the last-in, first-out method. Although
use of the first-in, first-out method is in conformity with generally accepted accounting principles, in our
opinion the Company has not provided reasonable justification for making this change as required by
generally accepted accounting principles.
In our opinion, except for the change in accounting principle discussed in the preceding paragraph, the
financial statements referred to above present fairly, in all material respects, the financial position of XYZ
Company, Inc. as of December 31, 19X and 19W, and the results of its operations and its cash flows for
the years then ended in conformity with generally accepted accounting principles.
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19.612 Uncertainty
*

Independent Auditor's Report

We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.

As discussed in Note X to the financial statements, the Company is a defendant in a lawsuit alleging
infringement of certain patent rights and claiming royalties and punitive damages. The Company has filed
a counteraction, and preliminary hearings and discovery proceedings on both actions are in progress. The
ultimate outcome of the litigation cannot presently be determined. Accordingly, no provision for any
liability that may result upon adjudication has been made in the accompanying financial statements.

As this Manual went to press, the Auditing Standards Board had issued an Exposure Draft of a proposed
Amendment to Statement on Auditing Standards No. 58 Report on Audited Financial Statements, that
would eliminate the required uncertainties paragraph in the auditor's report, if the uncertainties are
adequately disclosed in the notes to the financial statements. Auditors should ascertain the status of this
pronouncement [by calling the AICPA Technical Information Hotline at (800) TO-AICPA] before issuing
this report.
8/95

19.612

19-36

SMALL BUSINESS AUDIT MANUAL

---------------------------------------------------------------------------------------------------------19.613 Going-Concern Uncertainty

Independent Auditor's Report

We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statement. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.
The accompanying financial statements have been prepared assuming that the Company will continue as
a going concern. As discussed in Note X to the financial statements, the Company has suffered recurring
losses from operations and has a net capital deficiency that raises substantial doubt about the Company's
ability to continue as a going concern. Management's plans in regard to these matters are also described
in Note X. The financial statements do not include any adjustments that might result from the outcome of
this uncertainty.
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♦ -----------------------------------------------------------------------------------------------------------------19.614 Report Indicating Divided Responsibility

Independent Auditor's Report
We have audited the consolidated balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related consolidated statements of earnings, retained earnings, and cash flows for the years
then ended. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audits. We did not audit
the financial statements of Y Company, a wholly owned subsidiary, which statements reflect total assets
of $___ and $____ as of December 31, 19X and 19W, respectively, and total revenues of $____ and $_
_ for the years then ended. Those statements were audited by other auditors whose report has been
furnished to us, and our opinion, insofar as it relates to the amounts included for Y Company, is based
solely on the report of the other auditors.

We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits and the report of the other auditors provide a reasonable
basis for our opinion.
In our opinion, based on our audits and the report of the other auditors, the consolidated financial
statements referred to above present fairly, in all material respects, the financial position of XYZ
Company, Inc. as of December 31, 19X and 19W, and the results of its operations and its cash flows for
the years then ended in conformity with generally accepted accounting principles.
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19.615 Predecessor Declines Reissue — Prior Period Unqualified

Independent Auditor's Report

We have audited the balance sheet of XYZ Company, Inc. as of December 31, 19X, and the related
statements of earnings, retained earnings, and cash flows for the year then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit. The financial statements of XYZ Company, Inc. as of
December 31, 19W, were audited by other auditors whose report dated March 31, 19X, expressed an
unqualified opinion on those statements.
We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the 19X financial statements present fairly, in all material respects, the financial position
of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and its cash flows for
the year then ended in conformity with generally accepted accounting principles.
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♦ ------------------------------------------------------------------------------------------------------------------19.616 Predecessor Declines Reissue — Prior Period Qualified

Independent Auditor's Report
We have audited the balance sheet of XYZ Company, Inc. as of December 31, 19X, and the related
statements of earnings, retained earnings and cash flows for the year then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit. The financial statements of XYZ Company, Inc. as of
December 31, 19W, were audited by other auditors whose report, dated March 1, 19X, on those statements
was qualified with respect to the outcome of the litigation discussed in Note A to the financial statements.

We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the 19X financial statements present fairly, in all material respects, the financial position
of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and its cash flows for
the year then ended in conformity with generally accepted accounting principles.
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19.617 Predecessor Declines Reissue — Prior Period Unqualified — Restatement Subsequently Made

Independent Auditor's Report

We have audited the balance sheet of XYZ Company, Inc. as of December 31, 19X, and the related
statements of earnings, retained earnings, and cash flows for the year then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit. The financial statements of XYZ Company, Inc. as of
December 31, 19W, were audited by other auditors whose report, dated March 1, 19X, on those statements
was qualified because the Company did not capitalize lease obligations. As discussed in Note A, the
Company has restated its 19W financial statements to conform to generally accepted accounting principles.
The other auditors reported on the 19W financial statements prior to the restatement.
We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the 19X financial statements present fairly, in all material respects, the financial position
of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and its cash flows for
the year then ended in conformity with generally accepted accounting principles.

We also audited the adjustments described in Note A that were applied to restate the 19W financial
statements. In our opinion, such adjustments are appropriate and have been properly applied.
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19-41

19.618 Current Year Audited — Prior Period Reviewed

Independent Auditor's Report

We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
the related statements of earnings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and
its cash flows for the year then ended in conformity with generally accepted accounting principles.

The 19W financial statements were reviewed by us and our report thereon, dated April 5, 19X, stated we
were not aware of any material modifications that should be made to those statements for them to be in
conformity with generally accepted accounting principles. However, a review is substantially less in scope
than an audit and does not provide a basis for the expression of an opinion on the financial statements taken
as a whole.
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19.619 Current Year Audited — Prior Period Compiled

Independent Auditor's Report
We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
the related statements of earnings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and
its cash flows for the year then ended in conformity with generally accepted accounting principles.
The 19W financial statements were compiled by us and our report thereon, dated April 5, 19X, stated we
did not audit or review those financial statements and, accordingly, express no opinion or other form of
assurance on them.
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19-43

19.620 Unqualified Report on Supplementary Information

Independent Auditor's Report

We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
the related statements of earnings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and
its cash flows for the year then ended in conformity with generally accepted accounting principles.
Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The supplementary information presented on pages x through x is presented for purposes of
additional analysis and is not a required part of the basic financial statements. Such information has been
subjected to the auditing procedures applied in the audit of the basic financial statements and, in our
opinion, is fairly stated in all material respects in relation to the basic financial statements taken as a whole.
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19.621 Disclaimer on Part of Supplementary Information

Independent Auditor's Report
We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
the related statements of earnings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and
its cash flows for the year then ended in conformity with generally accepted accounting principles.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The information presented on pages x through x is presented for purposes of additional analysis
and is not a required part of the basic financial statements. Such information, except for that portion
marked "unaudited," on which we express no opinion, has been subjected to the auditing procedures
applied in the audit of the basic financial statements; and, in our opinion, the information is fairly stated
in all material respects in relation to the basic financial statements taken as a whole.
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19-45

19.622 Disclaimer on All Supplementary Information

Independent Auditor's Report
We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
the related statements of earnings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and
its cash flows for the year then ended in conformity with generally accepted accounting principles.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The information presented on pages x through x is presented for purposes of additional analysis
and is not a required part of the basic financial statements. Such information has not been subjected to the
auditing procedures applied in the audit of the basic financial statements, and, accordingly, we express no
opinion on it.
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19.623 Report on Basic Financial Statements Qualified — Qualified Opinion on Supplementary
Information

Independent Auditor's Report
We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X, and
the related statements of earnings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X, and the results of its operations and
its cash flows for the year then ended in conformity with generally accepted accounting principles.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The information presented on pages x through x is presented for purposes of additional analysis
and is not a required part of the basic financial statements. The information has been subjected to the
auditing procedures applied in the audit of the basic financial statements, and, in our opinion, except for
the effects of [describe effects], such information is fairly stated in all material respects in relation to the
basic financial statements taken as a whole.
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19-47

19.624 CIRA Financial Statements — Required Supplementary Information Not Included

Independent Auditor's Report

We have audited the accompanying balance sheet of XYZ Association as of December 31, 19X, and the
related statements of earnings, retained earnings, and cash flows for the year then ended. These financial
statements are the responsibility of the Association's management. Our responsibility is to express an
opinion on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Association as of December 31, 19X, and the results of its operations and its
cash flows for the year then ended in conformity with generally accepted accounting principles.

As discussed in Note X, the Association has not estimated the remaining lives and replacement costs of the
common property and, therefore, has not presented information about the estimates of future costs of major
repairs and replacements that will be required in the future that the American Institute of Certified Public
Accountants has determined is required to supplement, although not required to be a part of, the basic
financial statements.
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19.625 Report on Balance Sheet — Balance Sheet Only Presented

Independent Auditor's Report
We have audited the accompanying balance sheet of XYZ Company as of December 31, 19X. This
financial statement is the responsibility of the Company's management. Our responsibility is to express
an opinion on this financial statement based on our audit.

We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the balance sheet is free
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the balance sheet. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall balance-sheet presentation.
We believe that our audit of the balance sheet provides a reasonable basis for our opinion.
In our opinion, the balance sheet referred to above presents fairly, in all material respects, the financial
position of XYZ Company as of December 31, 19X, in conformity with generally accepted accounting
principles.
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19.626 Report on Balance Sheet — Disclaimer on Other Statements

Independent Auditor's Report

We have audited the accompanying balance sheet of XYZ Company, Inc. as of December 31, 19X. This
financial statement is the responsibility of the Company's management. Our responsibility is to express
an opinion on this financial statement based on our audit.

We conducted our audit in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the balance sheet is free
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the balance sheet. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall balance sheet presentation.
We believe that our audit of the balance sheet provides a reasonable basis for our opinion.
In our opinion, the balance sheet referred to above presents fairly, in all material respects, the financial
position of XYZ Company, Inc. as of December 31, 19X, in conformity with generally accepted
accounting principles.
Because we were not engaged to audit the related statements of earnings, retained earnings, and cash flows,
we did not extend our auditing procedures to enable us to express, and accordingly we do not express, an
opinion on those financial statements.
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19.627 Lack of Independence (Public companies only)

Auditor's Report

We are not independent with respect to XYZ Company, and the accompanying balance sheet as of
December 31, 19X, and the related statements of income, retained earnings, and cash flows for the year
then ended were not audited by us and, accordingly, we do not express an opinion on them.
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19-51

19.628 Emphasis of a Matter

Independent Auditor's Report

We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.

As stated in Note A to the financial statements, the Company plans to acquire $__ of new production
equipment. The new equipment will be depreciated by accelerated methods of depreciation. Similar
equipment currently in use is fully depreciated.
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19.629 Subsequent Restatement of Prior Period to Conform With GAAP

Independent Auditor's Report
We have audited the accompanying balance sheets of XYZ Company, Inc. as of December 31, 19X and
19W, and the related statements of earnings, retained earnings, and cash flows for the years then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.
In our report dated April 5, 19X, we expressed an opinion that the 19W financial statements did not fairly
present financial position, results of operations, and cash flows in conformity with generally accepted
accounting principles because of two departures from such principles:

1. The Company carried its property and equipment at fair market values, and provided for depreciation
on the basis of such values.

2. The Company did not provide for deferred taxes with respect to differences between the tax bases of
assets and liabilities and their financial reporting amounts.
As described in Note A, the Company has restated its 19W financial statements to conform with generally
accepted accounting principles. Accordingly, our present opinion on the 19W financial statements, as
presented herein, is different from that expressed in the previous report.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Company, Inc. as of December 31, 19X and 19W, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.
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CHAPTER 20

SELF-STUDY COURSE
INSTRUCTIONS

COURSE OVERVIEW:
This course is designed for accountants and auditors who want to gain an understanding of how to conduct
effective and efficient small business audits using the System's Walk-Through Approach. Auditors of small
business entities will benefit from applying the knowledge gained from the various readings and exercises
provided by this course.

GOING THROUGH THE COURSE:

Read SAS Nos. 31, 45, 47, and 55 in their entirety before proceeding with this course. Next, read the
course materials provided, refer to the applicable documentation forms in the other chapters of the Manual,
answer the review questions in each section, and then compare your answers to those provided.

CPE CREDIT:

To earn a self-study "Certificate of Completion for Recommended Continuing Education Credit" for this
course, complete the examination at the end of this Chapter. If you receive a grade of 75% or more on
the examination, you will receive a certificate recommending four hours of CPE credit.

NOTICE
This CPE course was included in the 1994 edition of the Small Business Audit Manual. If you have
already received CPE credit for completion of the course, you cannot receive CPE credit for completing
this course again.

Included with the course materials are three postcards. Each postcard will allow you to purchase one
examination package (Product No. 730010) which includes the following:
•

Self-Study Examination Answer Sheet

•

AICPA/CPE Self-Study Course Evaluation
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•

Preaddressed return envelope, and

•

Instruction letter.

Each postcard should be mailed with a check for $35.00 (plus shipping and handling fees of $6.00). By
purchasing this Manual, up to three persons may obtain four hours of CPE credit for this course.

RESPONSIBILITY FOR KEEPING CPE RECORDS:

The widely adopted Statement on Standards for Formal Continuing Professional Education (CPE)
Programs issued by the AICPA places responsibility on both the individual participant and the course
sponsor to maintain a record of satisfactory completion for CPE self-study courses.
You should keep the following information on each course:

— The sponsor-provided Certificate of Completion.
— Other information you feel would be helpful in reporting your CPE credit hours to the state
board (e.g., any notes you have taken).
This information should be kept for an appropriate period of time to enable regular periodic reporting to
jurisdictional boards of accountancy and to professional organizations requiring such reports. Some state
boards request copies of this information directly from registrants. Others will contact the program sponsor
to confirm those details provide by CPE participants on a registration form. Sponsors are required to keep
documentation on programs for five years.

COURSE EVALUATION:
Included with your examination package is a Course Evaluation Form, which you should complete and
return with your examination answer sheet in the envelope provided. Your comments are important to us
for preparing new courses.
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LEARNING OBJECTIVES:

This course will enable participants to:

8/95

•

Determine when to use the System's Walk-Through Approach on small business audits.

•

Understand audit objectives and their impact on designing an audit strategy for small business
audits.

•

Make risk and materiality decisions that result in the minimum amount of evidence for small
business audits.

•

Apply the System's Walk-Through Approach on small business audits and eliminate tests of
controls.

•

Make sample size selections on small business audits.

•

Become more effective in identifying and selling management suggestions for improvement.
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INTRODUCTION

Purpose
The purpose of this course is to help participants learn how to use the Small Business Audit Manual to
perform high-quality audits in the most efficient manner and in accordance with professional standards.
The concepts in the course are supported in substance in the professional literature and in practical
application by many successful firms.
Small Business Auditing Philosophies

The small business auditing philosophies, supported in this course, are:
•

Extensive planning should take place on all small business audit engagements.

•

Engagement partners should be involved on engagements at times when their expertise can
contribute to engagement quality and efficiency.

•

The most cost-efficient approach to performing small business audit engagements should be selected
based on each engagement's circumstances.

•

The small business audit approach includes a system's walk-through to achieve an understanding
of the client's accounting system that will facilitate performance of the analytical procedures, the
tests of balances, and the verification of the financial statement assertions.

•

The System's Walk-Through Approach is designed to obtain information that will corroborate other
tests or procedures performed and to assess overall engagement risk, risk of potential misstatements,
and overall materiality limits (tolerable error).

•

The overall engagement risk, the risk of potential misstatements, and overall materiality limits will
determine the acceptable risk of incorrect acceptance which, when correlated with the planned tests
of balances procedures and the estimated population error amounts, will influence the tests of
balances sample sizes.

•

Extensive use will be made of analytical procedures whenever possible.

•

Extensive tests of balances will be performed unless the balance is not material, the financial
statement assertions have been substantially verified by analytical procedures, or engagement risks
are low.

•

For engagements with low overall engagement risk, and low risk of potential misstatements, smaller
sample sizes may be used for tests of balances. Certain tests of balances procedures may also be
performed at interim dates.

•

Information obtained from the system’s walk-through should be communicated to management in
the form of suggestions for improvement and used as a source of additional services for the firm.
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DEFINING A SMALL BUSINESS
For illustrative purposes, consider this description of a typical client:
A producer of precast concrete burial vaults and manholes is owned by a self-made entrepreneur who also
owns and manages a land development company, a lumber yard, and a construction and paving company.
The owner has a flamboyant lifestyle, is somewhat impetuous in decision-making, and has a very dominant
management style.

The day-to-day operations of the company are controlled by a general manager who oversees production
and has primary customer contact. The manager is not involved with the accounting operations, except
for signing checks, reviewing supporting documents, and distributing weekly payroll checks. There are
no shipping and receiving reports used in the business. The manager's compensation is 25% of the annual
before-tax profits.

The accounting and clerical operations of the company are performed by the manager's son, who posts the
cash receipts and disbursements journals and the accounts receivable subledger. He also reconciles bank
statements, makes deposits, prepares all checks, takes customers' orders, and types customers' monthly
statements.
The company's CPA firm prepares monthly compiled financial statements for the owner's review. In
connection with the compilation procedures, the CPA firm makes monthly accruals, reviews bank
reconciliations, reconciles the accounts receivable subledger, adjusts inventories by the gross-profit method,
and investigates large or unusual transactions.

The questions to be addressed by these facts are: (1) is this, by definition, a small business? and (2) how
should the small business definition affect the audit approach?

Small Business Audit Definition
AICPA Auditing Research Monograph No. 5, Audit Problems Encountered in Small Business
Engagements, offers some common characteristics of small businesses:

•

Concentration of ownership or operational controls is in the hands of one or a few individuals,
creating owner/manager dominance.

•

Management personnel or employees have limited accounting knowledge.

•

Management believes that it cannot or need not hire employees having accounting knowledge.

•

A higher potential for management override of internal accounting controls exists.

•

Internal control deficiencies result from:

1. Limited segregation of functions within the accounting system because of the small number of
employees.
2. Easy access by clerical and administrative personnel to physical assets.
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3. Informally-designed procedures (planning, budgeting, accounting, and reporting) dependent
upon management style.
•

The company has an inactive or ineffective policy-making body.

By definition, this illustrative client is a small business.
Effect on Audit Approach

From the description of the illustrative small business, and the definition in Audit Research Monograph
No. 5, several potential audit problems are apparent:

1.

Limited, or nonexistent, internal control procedures.

2. Inadequate documentation of the completeness of sales and purchase accounts (no shippers or
receivers).
3. High potential for manager override of the accounting system.

4. Possibility of less-than-arms-length transactions with owner's other companies.

5. Planning analytical procedures will be difficult to perform because most adjustments will be made
during the course of the engagement.
For clients with such problems:
1. A significant number of errors usually result from testing controls. Extensive tests of balances and
analytical procedures usually have to be performed to compensate for unacceptable tests of controls
results.

2. Extensive substantive tests, and few tests of controls is usually the most cost-efficient approach.
It is the characteristics of the small business that often create common accounting system problems. In
selecting an audit approach, the auditor should use the approach and evidence mix that, when considering
the small business's circumstances, will result in spending the least amount of time to achieve a desired
level of assurance. In other words, selecting the audit approach will normally be an economic decision.
For most small business audit engagements, the System's Walk-Through Approach will be the most
efficient audit approach. It also will help staff obtain a better understanding of the client's accounting
system for risk assessment, and also will result in more meaningful management suggestions for
improvement.
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OVERVIEW OF APPROACH
The following flowchart illustrates the essence of the small business audit approach described in these
materials:

GATHER
CLIENT INFORMATION

WALK-THROUGH
TRANSACTION CYCLES

ASSESS AND CORRELATE
MATERIALITY RISKS

DECIDE ON AND PERFORM
ANALYTICAL PROCEDURES

DESIGN EFFICIENT
TESTS OF BALANCES
PROCEDURES AND
SAMPLE SIZES

COMPLETE ENGAGEMENT

USE INFORMATION TO HELP
CLIENT MEET NEEDS
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This approach to performing small business audits is designed to maximize both quality and efficiency.
Achieving both quality and efficiency on audit engagements is relative to several factors:

1. The size of the client's operations, in both physical and monetary terms.

2. The number of audit hours normally necessary to complete the engagement.
3. The number of client accounting and management personnel and their qualifications.

4. The existence and effectiveness of an internal control structure.

Evidence Design
With quality and efficiency as the objectives, an auditor will normally make these assumptions prior to the
evidence design process:
1. If control risk is assessed at a low level, extensive controls testing will normally be the most
efficient approach. Extensive analytical procedures will be used and tests of balances may be
reduced.

2. If the nature and size of the client's business will permit substantive testing of account balances in
less time, or if the client's internal control structure is weak, testing of controls should be minimized
or eliminated and the System's Walk-Through Approach should be used. In such cases, extensive
analytical procedures and tests of balances should be performed, modified to reflect the effects of
engagement risks.

3. When the decision is made to perform limited tests of controls, the amount of evidence necessary
from the analytical procedures and tests of balances will be affected by the overall engagement risk
and the risks of potential misstatements. If either category of risk is high, the desired level of
assurance will be higher, i.e., more and better evidence will be required. If both categories of risk
are low, the desired level of assurance will be lower, i.e., lesser quality and smaller quantities of
evidence from tests of balances may be permitted. In no event, however, will the System's WalkThrough Approach result in reductions of tests of balances equal to reductions that can be achieved
with extensive controls testing.
The following Evidence Modification Matrix should be used to guide the System's Walk-Through
Approach to small business audits:
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EVIDENCE MODIFICATION MATRIX

Extent of Tests
Engagement Risks

Walk-Through

Anal. Proc.

TOBs

1. Either a high overall engage
ment risk, high risk of poten
tial misstatements, or both.

Minimal

Extensive

Extensive

2. Both a low overall engagement
risk and a low risk of potential
misstatements.

Moderate

Extensive

Moderate

The risk analysis must be made by transaction cycle and related to corresponding tests of account balances.
See pages 20-56 and 20-57 for a discussion and an illustration of correlating overall engagement risk and
risks of potential misstatements.
When both categories of risk are low, as in the matrix item number 2. above, the reliability of the
procedures can be reduced in part, sample sizes can be reduced, and certain tests of balances procedures
can be performed at interim dates.

In the event specific analytical procedures are used to verify some or most of the financial statement
assertions for selected account balances, reductions can be made in the related tests of balances for these
accounts. Such reductions may occur in both low and high risk circumstances.
Consider, for example, the audit areas affected by the sales and collections cycle, accounts receivable and
sales. Extensive testing would normally mean sending positive confirmations to all individually significant
account balances as of the balance-sheet date. The lower limit of individually significant items would be
relatively small so that the dollar amount of the accounts selected would comprise a significant portion of
the account balance, say, 60% to 70%. Sales, by product if possible, would be scheduled by month and
trends compared for three or four years.

Reducing these tests of balances for low risks in both categories, as in matrix item number 2. above, could
permit a higher, lower limit on individually significant items, i.e., individually significant items would
comprise a smaller portion of the population. A small number of negative confirmations could be selected
for representative accounts from the remaining population to comply with SAS No. 39, Audit Sampling
(AU 350). Assuming procedures outlined in SAS No. 45, Omnibus Statement on Auditing Standards —
1983 (AU 313) are performed for substantive tests of balances performed at interim dates, it may also be
possible to confirm receivables one or two months before year-end. The detailed analysis of sales by
product and by month may only be necessary in low risk circumstances if analytical procedures identify
problems or unexplained variances.
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SUMMARY

The evidence design process in the System's Walk-Through Approach begins with the assumption that
extensive analytical procedures and tests of balances will usually be required on small business audits. If,
however, the overall engagement risk and the risks of potential misstatements are low, the nature, extent
and timing of tests of balances may be reduced, thereby resulting in increased audit efficiency.
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INTRODUCTION

REVIEW QUESTIONS
1. For your firm's audit clients, what percentage possess the characteristics of a small business described
in Audit Research Monograph No. 5?________________________________________________

2. What audit problems are common with these small business clients?

3. After reading the description of the small manufacturer of precast products on page 20-4, which
combination of the following types of tests would you include in your audit approach for maximum
efficiency in the circumstances (explain your reasoning): system's walk-through, tests of controls,
analytical procedures, tests of balances? _____________________________________________

4. For your small business audit clients:
a. What is the range of audit hours normally spent on such small clients?

b. What audit approach is normally used? ______________________________________________

c. Do you believe your approach is the most cost-beneficial in the circumstances?

5. In what ways could your firm's approach to small business audits be changed to be more effective and
efficient?
___________________________________________________________________
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INTRODUCTION
SUGGESTED ANSWERS TO REVIEW QUESTIONS

1. For your firm's audit clients, what percentage possess the characteristics of a small business described
in Audit Research Monograph No. 5?
This will vary depending on the size of the CPA firm. For most small- and medium-sized firms this
will cover the majority of their audit clients.

2. What audit problems are common with these small business clients?
Common audit problems:

• Need to do substantial bookkeeping services before auditing the books and records.
• Lack of internal control structure.
• Employees with limited accounting knowledge.
• Fee pressures.
3. After reading the description of the small manufacturer of precast products on page 20-4, which
combination of the following types of tests would you include in your audit approach for maximum
efficiency in the circumstances (explain your reasoning): system's walk-through, tests of controls,
analytical procedures, tests of balances?

System's walk-through, analytical procedures, and tests of balances — these will most likely be the most
cost-effective approach. Testing controls that are limited or ineffective will result in limited or no
reductions in tests of balances.
4. For your small business audit clients:
a. What is the range of audit hours normally spent on such small clients?
This will vary depending on the size of the CPA firm. For most small- and medium-sized firms this
could range from 50 to 200 plus hours.

b. What audit approach is normally used?

Most use system's walk-through, analytical procedures, and tests of balances.
c. Do you believe your approach is the most cost-beneficial in the circumstances?
If not, consider using the approach above.
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INTRODUCTION

SUGGESTED ANSWERS TO REVIEW QUESTIONS (Continued)

5. In what ways could your firm's approach to small business audits be changed to be more effective and
efficient?
If not already doing so, consider using the System's Walk-Through Approach.
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THE TRANSACTION CYCLE APPROACH TO AUDITS
DEFINITION
A transaction includes all documents and procedures that are present from the inception of the transaction
to its termination. Transaction cycles include all related transactions and account balances that are treated
as part of individual segments of the audit. The transaction cycle approach to audits involves testing
controls in principal cycles to reduce control risk and reducing tests of related balances because of the
reduction in control risk. If a client has an adequate internal control structure, testing the internal control
structure by transaction cycle will usually result in the most efficient approach to an audit. If an adequate
internal control structure does not exist, a walk-through of the documents and procedures in each
transaction cycle should result in the most efficient method of evidence collection.

RELATIONSHIP AMONG TRANSACTION CYCLES

The five principal transactions cycles are:
1. Sales and collections.

2. Purchases and disbursements.
3. Payroll and personnel.

4. Inventory and warehousing.

5. Capital acquisition and repayment.

The relationship among transaction cycles can be illustrated as follows:
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RELATIONSHIP AMONG TRANSACTION CYCLES,
JOURNALS AND ACCOUNTS
Transaction cycles, related source journals, and corresponding general ledger accounts are as follows:

GENERAL LEDGER BALANCE INCLUDED
IN THE CYCLE

CYCLE

JOURNALS
INCLUDED
IN THE CYCLE

BALANCE SHEET

INCOME STATEMENT

Sales and collections

Sales journal
Cash receipts journal
General journal

Cash in bank
Trade accounts
receivable
Other accounts
receivable
Allowance for
uncollectible
accounts

Sales
Sales returns and
allowances
Bad debt expense

Payroll and personnel

Payroll journal
General journal

Cash in bank
Accrued payroll
Accrued payroll
taxes

Salaries and commissions
Sales payroll taxes
Executive and office
salaries
Administrative payroll tax

Inventory and
warehousing

Purchases journal
Sales journal
General journal

Inventories

Cost of goods sold

Capital acquisition and
repayment

Purchases journal
Cash disbursements
journal
General journal

Cash in bank
Notes payable
Long-term notes
payable
Accrued interest
Capital stock
Capital in excess of
par value
Retained earnings
Dividends
Dividends payable

Interest expense
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GENERAL LEDGER BALANCE INCLUDED
IN THE CYCLE (Continued)

CYCLE
Purchases and
disbursements

JOURNALS
INCLUDED
IN THE CYCLE

Purchases journal
Cash disbursements
journal
General journal

BALANCE SHEET

INCOME STATEMENT

Cash in bank
Inventories
Prepaid insurance
Land
Buildings
Delivery equipment
Furniture and
fixtures
Accumulated
depreciation
Trade accounts
payable
Other accrued
payables
Estimated income tax
Deferred tax assets
and liabilities

Advertising
Travel and entertainment
Sales meetings and
training
Sales and promotional
literature
Miscellaneous sales
expense
Travel and entertainment
Stationery and supplies
Postage
Telephone and FAX
Dues and membership
Taxes
Depreciation — office
building and equipment
Rent
Legal fees and retainers
Auditing
Insurance
Office repairs and
maintenance expense
Miscellaneous office
expense
Miscellaneous general
expense
Gain on sales of assets
Income taxes
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TRANSACTION CYCLE APPROACH AND SMALL BUSINESS AUDITS

To design the most cost-efficient mix of evidence on small business audits, the auditor should consider the
accounting system by transaction cycle. A premise of selecting the System's Walk-Through Approach is
that the client has few, if any, internal controls and a less-than adequate accounting system. If, in certain
transaction cycles, control risk is low, we may still be able to reduce the tests of balances related to such
transaction cycles, because it would be more efficient to test controls for those transaction cycles.
The financial statement classifications where evidence reduction opportunities normally exist, and the
related transactions cycles, in the System's Walk-Through Approach are:

Financial Statement Classification

Transaction Cycle

1.

Trade accounts receivable.

1.

Sales and collections.

2.

Sales.

2.

Sales and collections.

3.

Inventories and costs of sales.

3.

a. Purchases and disbursements.
b. Inventory and warehousing.

4.

Fixed assets.

4.

Purchases and disbursements.

5.

Accounts payable.

5.

Purchases and disbursements.

6.

Expense accounts.

6.

Purchases and disbursements.

7.

Payroll.

7.

Payroll and personnel.

For other accounts, procedures used are normally the most reliable, encompass a substantial majority of
the account balance, and are performed as of the balance-sheet date. In other words, there will be little,
if any, reductions of standard procedures for other accounts based on the results of the System's WalkThrough. High risk of potential misstatement findings may, however, require increasing the standard
procedures for other accounts to compensate for such risks. For most small businesses, the audit of the
inventory and warehousing cycle accounts will also be comprised primarily of tests of balances.

The following are the three major cycles of the System's Walk-Through:
1. Sales and collections.

2. Purchases and disbursements.

3. Payroll and personnel.
Documents in these cycles are illustrated on the flowcharts in sections 5.300-5.500.
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THE TRANSACTIONS CYCLES APPROACH TO AUDITS
REVIEW QUESTIONS
1. How would you, in your words, describe the transactions cycle approach to audits?

2. Without looking at the text material, identify the general ledger account balances affected by these
transactions cycles:
a. Sales and collections:_____________________________________________________________

b. Purchases and disbursements: ----------------------------------------------------------------------------------

c. Payroll and personnel:-------------------------------------------------------------------------------------------

d. Inventory and warehousing:------------------------------------------------------------------------------------

e. Capital acquisitions and payments: ---------------------------------------------------------------------------
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THE TRANSACTIONS CYCLES APPROACH TO AUDITS
SUGGESTED ANSWERS TO REVIEW QUESTIONS

1. How would you, in your own words, describe the transactions cycle approach to audits?

The transactions cycles approach to audits, simply, involves testing the transactions in principal cycles
to determine reliability, and restricting tests of related balances because of strengths in the internal
control structure.
2. Without looking at the text material, identify the general ledger account balances affected by these
transactions cycles:

a. Sales and collections:
Cash in bank
Trade accounts receivable
Other accounts receivable
Allowance for uncollectible accounts
Sales
Sales returns and allowances
Bad debt expense
b. Purchases and disbursements:

Cash in bank
Inventories
Trade accounts payable
Other accrued payables
Other balance sheet and expense accounts
c.

Payroll and personnel:
Cash in bank
Accrued payroll
Accrued payroll taxes
Salaries and wages
Payroll taxes

d. Inventory and warehousing:
Inventories
Cost of goods sold

e. Capital acquisitions and payments:
Cash in bank
Notes payable
Accrued interest
Interest expense
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ACCOMPLISHING AUDIT OBJECTIVES
BASIC REQUIREMENTS
SAS No. 31, Evidential Matter (AU 326), identifies the financial statement assertions that are the rep
resentations of management. The basic audit objectives are, at the risk of over-simplification, to verify
these financial statement assertions. The following are the five assertions identified in SAS No. 31:

Completeness
To determine that all transactions and accounts that should be presented have been included in the
financial statements.
Valuation or Allocation
To determine that all asset, liability, revenue, and expense components have been included in the
financial statements at appropriate amounts. (Classification, cutoff, arithmetic accuracy.)

Existence or Occurrence
To determine that all recorded assets and liabilities exist at a given date, and that all transactions
occurring during the period have been recorded in the financial statements.
Rights and Obligations
To determine that the entity has rights to all assets recorded at a given date, and that all liabilities are
obligations of the entity at a given date.
Presentation and Disclosure
To determine that all components of the financial statements are properly classified, described, and
disclosed.

The following two issues will be considered:

1. What combination of tests is necessary to verify the financial statement assertions?

2. How does the scope of the testing procedures affect the verification of financial statement
assertions?

WHAT TESTS ARE NECESSARY?
Simply stated, the auditor must perform sufficient tests to accomplish the audit objectives derived from SAS
No. 31. A basic question is: How does the auditor relate audit tests to audit objectives?
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Following is an overview and brief explanation of how to relate audit tests to audit objectives. The
steps are:

1. Define specific audit objectives for each material financial statement classification.
2. Determine appropriate tests and procedures to accomplish each of the audit objectives.

3. Consider the interrelationships among the types of audit tests to design an efficient evidence mix.
Defining Specific Objectives for Material Classifications
Defining specific audit objectives for material classifications requires restatement of the financial statement
assertions to apply to a specific account classification. Here is an illustrative list of objectives for accounts
receivable and sales balances:

Completeness
Determine that all sales and collections on account have been recorded.
Valuation or Allocation
Determine that sales have been recorded at correct amounts, that discounts and allowances are
authorized, and that adequate allowances have been provided for uncollectible accounts.
Existence or Occurrence
Determine that accounts receivable and sales balances are valid and result from transactions with
customers of the company in the normal course of business, and determine that all sales and
collections occurring during the period have been recorded in the period.

Rights and Obligations
Determine the company has unencumbered ownership rights to the accounts receivable balances, i.e.,
that the rights to the accounts have not been sold, discounted or otherwise hypothecated, and
determine the nature and amounts of any hypothecations of accounts receivable.

Presentation and Disclosure
Determine that accounts receivable balances are properly classified as current assets, that any
hypothecations are properly disclosed, that any necessary allowances for doubtful accounts are
disclosed, and that the composition of sales revenue is properly presented in the financial statements.

Types of Tests to Accomplish Objectives

Tests of Controls:

Inquiry, observation, and inspection tests provide assurance internal control procedures are being applied
to insure the accounting system is working as intended.
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Auditor recalculations, examination, and testing of underlying documents and records and challenging
accounting methods, among other procedures, provide substantive evidence that the accounting system is
adequate to produce reliable information in the form of financial statement assertions.

The System's Walk-Through:

Selecting five or more units from the populations of all existing transactions in each cycle, recomputing
computations, tracing initiating documents to source journals, test-footing source journals, and tracing
source journal totals to the general ledger provides evidence, in combination with evidence from other
tests, to corroborate the completeness assertion, provides an understanding of the system to help design
effective tests of balances, and affords a basis for assessing the risks of potential misstatements.

Analytical Procedures:
Ratio analysis, reasonableness tests and quantity reconciliations, comparing current-year account balances
to prior years', and the objective challenge of other financial and operations data provide pervasive and
corroborating evidence for the other types of tests.

Tests of Balances:
Direct tests of financial statement balances provide substantive evidence to verify management's
representations, i.e., their financial statement assertions.
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Trace a sample of sales and collections journals entries to the accounts
receivable subledger for name, date, and amount.

Select a sample of entries in the cash receipts journal and tract to
duplicate slips for name, date, and amount.

4.

5.

Trace duplicate deposit slip total to bank statement for date and

c.

Recalculate cash discounts and compare to company policy.

f.

a.

Trace to duplicate deposit slips.

7. Select a sample of daily cash register reports and/or over-the-counterreceipts tickets and:

Agree amounts on remittance advices to duplicate deposit slips.

Trace individual amounts on deposit slip to postings in the
accounts receivable subledger.

e.

d.

Trace name, date, amount, and account coding to cash receipts
journal.

b,

amount.

Foot deposit slips.

a.

Select a sample of duplicate deposit slips and:

Foot and crossfoot the cash receipts and sales journal and trace column
totals to general ledger control accounts.

3.

6.

Investigate any debit or credit entries in the cash account not posted
from the cash receipts or sales journal.

Test general ledger cash account footings.

COMPLETENESS

2.

1

Collection and Sales:

.

TESTS OF CONTROLS:

PROCEDURES

EXISTENCE &
occurrence

valuation

RIGHTS &
obligations

presentation

DISCLOSURE &

_____________________________________ ASSERTIONS_____________________

AUDIT PROCEDURES AND ASSERTIONS
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Verify prices and recalculate invoices

Check for owner/manager approval of credit sales.

Check for owner/manager approval of discounts or allowances.
Examine support for credit memos.

Check propriety of account codings.

c.

d

e

f.

.

Verify a sample of customer addresses

b
.

Trace to sales invoices for name, date, and amount.

a

Select a sample of entries in the sales journal and:

Haphazardly select five documents from the population that
evidences all transactions that have been initiated.

Obtain photocopies of the documents and affix to working papers.
Evidence walk-through procedures on these copies.

1.

2.

SYSTEM'S WALK-THROUGH — SALES, COLLECTIONS, AND
ACCOUNTS RECEIVABLE:

12

Select a numerical series of sales invoice numbers and account for the
numerical sequence.

11

Scan the cash receipts and sales journal and investigate any unusual

Reconcile receipts per books to receipts per bank statement for sample

Select a sample of sales invoices and compare to entries in the sales
journal for name, date, and amount.

entries

months

Account for the numerical sequence of the prenumbered cash
receipts tickets.

COMPLETENESS

10

9

8

b

PROCEDURES

EXISTENCE &
occurrence

valuation

obligations

RIGHTS &

presentation

DISCLOSURE &

_____________________________________ ASSERTIONS_____________________

AUDIT PROCEDURES AND ASSERTIONS (Continued)
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Examine the documents to determine the authorization and
initiation procedures are performed and evidenced.

Recalculate the documents as considered necessary.

Trace the documents to a source journal entry, and subsidiary
ledgers if applicable, and compare them to the recorded
information.

Test foot the primary column in the source journal for an
appropriate period and trace the total to the general ledger.

Select a representative bank statement and inspect evidence of
reconciliation and review procedures.

Scan the general journal and the disbursements journal for the
year and obtain explanations for unusual entries.

Inspect evidence of the periodic balancing of the general ledger.

Read the most recent internally-prepared financial statement or
trial balance and investigate any unusual matters noted.

a

b

c

d

e

f.

g

h

Based on the client's system description, walk the transaction
from its "cradle” to its "grave” by performing these procedures:

Obtain list of aged accounts receivable, foot, and trace to the
general ledger.

Trace a sample of accounts to the subledger for name, amount,
and aged categories.

Review and document collections on accounts receivable for a
number of days after engagement date.

Select a representative number of amounts for positive and
negative confirmations. Use alternative procedures for nonreplies
and exceptions.

1.

2.

3.

4.

TESTS OF BALANCES-ACCOUNTS RECEIVABLE:

3

PROCEDURES
COMPLETENESS

occurrence

EXISTENCE &_________________________________ RIGHTS &
valuation
obligations

___________ ASSERTIONS

AUDIT PROCEDURES AND ASSERTIONS (Continued)

DISCLOSURE &

presentation
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RIGHTS &

DISCLOSURE &

Determine, confirm, and disclose accounts pledged, discounted,
sold, assigned or guaranteed by others.

Test the sales cutoff by tracing entries in the sales journals, for
several days before and after engagement date, to shipping reports
and/or sales invoices.

2

1

Analysis and comparison to prior years of ratios such as number
of days sales in accounts receivable, aged accounts receivable
categories compared to prior year, bad debt expense as a percent
of sales, and gross margin.__________________________________

Absolute comparisons of accounts receivable, allowance for
doubtful accounts, bad debts expense, sales, and returns and
allowances.

ANALYTICAL PROCEDURES:

Prepare a schedule comparing current year monthly sales by
financial statement classification to similar periods for the prior
year. Investigate large or unusual fluctuations.

2

.

Scan sales journal for major transactions. Determine they are
accounted for properly. Follow up on any unusual or related
party transactions.

1

TESTS OF BALANCES-SALES:

6

5

PROCEDURES
completeness
occurrence
valuation
obligations
presentation
------------ — --------------------------------------------------------------------------------------------------------------- ------------------------ -------------------------- -------------------------- ------------------------

EXISTENCE &

_____________________________________ ASSERTIONS_______________________

AUDIT PROCEDURES AND ASSERTIONS (Continued)
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♦ ----------------------------------------------------------------------------------------------------------Overlooking judgmental differences about which of the objectives a specific procedure may affect, it's easy
to see that some of the objectives may be supported with extensive evidence. It is also evident that while
the tests of controls and system's walk-through procedures contribute to verifying the objectives in different
degrees, i.e., the control tests are more extensive, both types of tests are similar in their contributions to
verifying assertions.

Making Efficiency Judgments
Making efficiency judgments begins with the environment of each engagement. As discussed earlier,
control risk, audit risk, and materiality limits determine the desired nature, extent, and timing of audit
procedures. When control risk is high, more direct tests of balances are used. When risk is low, tests of
balances may be reduced and more tests controls would be performed.
The planned mix of the types of tests should be based on how each type of test contributes to verification
of the related assertions. When certain procedures duplicate others, they should be considered for
elimination. For most small business audits, using the System's Walk-Through Approach, and eliminating
control tests, will be the most efficient way to design evidence to accomplish the audit objectives.

Selecting Efficient Samples to Accomplish Objectives
With the System's Walk-Through Approach, the auditor is concerned only with sample size selections for
tests of balances. While this subject is discussed later in detail, the following is an overview.

SAS No. 39 requires the following steps in selecting tests of balances samples:
1. Select all individually significant items for 100% examination.

2. Select a sample from the remaining population after considering these factors:
a. Variations within the sampling population.

b. Acceptable risk of incorrect acceptance.
c. Acceptable tolerable misstatement amounts.

d. Expected population misstatement amounts.
e. Planned reliance on the test of balance procedure.
To accomplish verification of the financial statement assertions on small business audits, and at the same
time design an efficient evidence mix, the auditor should select sample sizes that reflect the engagement
risks.

By selecting the System's Walk-Through Approach, the auditor chose to do extensive tests of balances.
The extensive testing will provide much evidence, most of which will come from examination of a larger
portion of the total account balance. In such a case, more items in an account balance will be considered
individually significant, thereby increasing the portion of the population that is examined. When
engagement risks are low, raising the lower limit for individually significant items will make the primary
contribution to engagement efficiency.
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SUMMARY
Verifying financial statement assertions, i.e., accomplishing audit objectives, and completing engagements
efficiently, requires reliance on a mix of types of tests and procedures appropriate in the client's
circumstances, and using sample sizes that reflect engagement risks. The System's Walk-Through
Approach is the means to this end on most small business audits.
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ACCOMPLISHING AUDIT OBJECTIVES
REVIEW QUESTIONS

1. For the inventory and costs of sales balances of a small client, indicate which assertions are relevant
and the related specific audit objectives for each assertion:
Assertions
Specific Objectives

2. List the auditing procedures for inventories and costs of sales you would perform for a small audit client
to support the assertions in question 1. above.

3. Compare your auditing procedures in question 2. to the specific audit objectives listed after question
1. above. Determine if all the objectives can be satisfactorily accomplished by the procedures listed.
List any additional procedures you consider necessary.

4. What suggestions could you make to your firm to enable design and modification of its audit programs
to verify financial statement assertions more effectively and efficiently?
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--------------------------------------------------------------------------------------ACCOMPLISHING AUDIT OBJECTIVES
SUGGESTED ANSWERS TO REVIEW QUESTIONS

1. For the inventory and costs of sales balances of a small client, indicate which assertions are relevant
and the related specific audit objectives for each assertion:

Assertions
1. Existence or occurrence.

2. Completeness.
3. Rights and obligations.

4. Valuation or allocation.

5. Presentation and disclosure.

Specific Objectives
• Inventory exists — To determine that the inventory exists and
is the client's property. (Assertions 1 and 3)
• Clerical accuracy — To determine that the inventories are
summarized and priced with clerical accuracy, and the records
have been adjusted to the physical inventory. (Assertions 2 and
4)
• GAAP conformity — To determine that inventory classifications
and carrying amounts are determined and presented in the
financial statements in conformity with GAAP consistently
applied (for example, assumptions about the cost flow, such as
FIFO and LIFO, and lower of cost or market considerations).
(Assertion 5)
• Encumbrances identified — To determine that any
encumbrances such as pledges or liens are identified and
adequately disclosed in the financial statements. (Assertions 3,
4 and 5)

2. List the auditing procedures for inventories and costs of sales you would perform for a small audit client
to support the assertions in question 1. above.
Examples of auditing procedures that may support the specific assertions embodied in the financial
statements. (See next page.)
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ACCOMPLISHING AUDIT OBJECTIVES

SUGGESTED ANSWERS TO REVIEW QUESTIONS (Continued)

ASSERTIONS
Existence
or
Occurrence

Completeness

Rights
and
Obligations

Valuation
or
Allocation

Presentation
and
Disclosures
Tests of
summarization

Observation of
physical
inventory

Tests of year-end
cut-off
procedures

Observation of
physical
inventory

Testing of
pricing and
summarization

Test of
subsequent sales

Reconciliation of
trial balances and
general control

Test of
purchasing
records

Net realizable
value tests

Net realizable
value tests

Examine promis
sory notes

Examine
purchase
commitments

Purchase
commitments

Test of
purchasing
records
Confirmation of
goods stored
off-site

Analytical rela
tionship of bal
ances to recent
sales volume

Tests of pricing

Test of
subsequent sales

Analysis of
general ledger

Review of
controls over
purchasing and
shipments

Tests of
summarization

3. Compare your auditing procedures in question 2. to the specific audit objectives listed after question 1.
above. Determine if all the objectives can be satisfactorily accomplished by the procedures listed. List
any additional procedures you consider necessary.
This can be done by using the suggested answers to number one and two and comparing to your answer.
4. What suggestions could you make to your firm to enable design and modification of its audit programs
to verify financial statement assertions more effectively and efficiently?
Consider using the System's Walk-Through Approach discussed in this course and Manual.
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ASSESSING RISK AND MATERIALITY
NATURE OF RISKS

In planning the desired level of evidence for an audit engagement, two forms of risk will affect the nature,
extent, and timing of auditing procedures:

1. Overall engagement risk.

2. Risk of potential misstatements.
It is the assessment and correlation of these risks that lead to collecting a sufficient amount of evidence in
an engagement's circumstances, and to doing it efficiently.

Overall Engagement Risk

Engagement risk for a client has the following primary components:
• Integrity of management — Management can direct subordinates to either be honest, or to record
transactions or conceal information that can misstate financial statements.
• Use of financial statements — Auditors cannot control their ultimate distribution or the purposes for
which users rely on them.
• Auditability of the entity — If the accounting system does not provide sufficient evidence to support
the recorded transactions or if data was destroyed or lost, the entity may be unauditable.
• Business environment — Is the client in a financial position where bankruptcy, takeover or merger,
or sudden collapse could occur?
Effect of Overall Engagement Risk on
Desired Level of Evidence

The level of evidence on an engagement should be proportionate to the degree of the risks in the
circumstances. High degrees of risk normally require high levels of evidence to mitigate the risk. The
evaluation of overall engagement risk should be correlated with the degree of risk of potential
misstatements discussed below, to achieve the optimum mix of evidence in an engagement's circumstances.

High overall engagement risk on small business audits should be mitigated by increasing the tests of
balances and by coinciding the timing of the procedures with the balance-sheet date.

For small business audits with the low overall engagement risk and low risks of potential misstatements,
smaller sample sizes may be used. If the accounting system is adequate, certain procedures such as
accounts receivable confirmation may possibly be performed prior to the balance-sheet date. Refer to the
Risk Correlation Matrix on page 20-34 for additional guidance on modifying the desired level of evidence.
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------------------------------------------------------------------------------------------------------------------Correlation of Risk of Potential Misstatements
With Audit Risk
Paragraph 2 of SAS No. 47 (AU 312.02) states:

The existence of audit risk is implicit in the phrase "in our opinion." Audit risk is the risk that the
auditor may unknowingly fail to appropriately modify his opinion on the financial statements.
The components of audit risk are:

•

Inherent risk — An account balance's or class of transaction's susceptibility to misstatement without
considering the effect of internal controls.

•

Control risk — The risk that misstatement exceeding tolerable misstatement may not be prevented
by the internal control structure.

•

Detection risk —The risk that the auditor's procedures will lead him to conclude that misstatement
exceeding tolerable misstatement does not exist, when in fact, it does exist. (Tolerable misstatement
is the maximum amount of misstatements that can exist in the financial statements classifications
without causing them to be materially misstated.)

In implementing the System's Walk-Through Approach to small business audits outlined in this course and
in this Manual, the terminology, "risk of potential misstatements," incorporates both inherent risk and
control risk. Detection risk is considered a complement of the planned or desired level of evidence, i.e.,
detection risk can be minimized by collecting more and better evidence.
Information to evaluate the risk of potential misstatements on small business audits will, for the most part,
be obtained from the walk-through of the client's accounting system. As will be discussed in detail in the
Performing the System's Walk-Through section of this course, beginning on page 20-48, an understanding
of the clients accounting records and accounting procedures is necessary to determine weaknesses in the
accounting systems that could cause material misstatements in the financial statements. In discussing the
walk-through approach, the potential for misstatements in individual transaction cycles is related to
financial statement classifications and, after considering the related overall engagement risk, the discussion
focuses on the level of evidence necessary to mitigate the risks in the engagement circumstances.

Correlating Engagement Risks
The following Risk Correlation Matrix illustrates the correlation of overall engagement risk, and the risk
of potential misstatements, to guide the design of the mix of evidence on small business audits:
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-----------------------------------------------------------------------------------------------------------------RISK CORRELATION MATRIX

Accounts Affected by
Major Transactions Cycles(1)

Overall
Engagement
Risk(2)

Risks of
Misstatements

Substantive
Testing

Low

Low

Moderate to
Extensive

Low

Low

Moderate to
Extensive

Low

High

Extensive

Low

High

Extensive

Low

High

Extensive

Low

High

Extensive

Low

Low

Moderate to
Extensive

Sales and Collections:
1. Trade Accounts receivable.

2. Sales.

Purchases and Disbursements:
3. Inventories and costs of sales.
4. Fixed assets.
5. Accounts payable.
6. Expense accounts.

Payroll and Personnel:
7. Payroll accounts.

Both the evaluation of the risks of potential misstatements, and the correlation with overall engagement
risk, should be performed during engagement planning and documented in the engagement working papers.

MATERIALITY
Overall Materiality. The overall materiality level reflects the maximum dollar amount of misstatements,
known and unknown, the auditor is willing to accept in the financial statements as a whole without
adjustment. SAS No. 47 (AU 312.06) quotes an accounting pronouncement, which defines materiality as
"the magnitude of an omission or misstatement of accounting information that, in the light of surrounding
circumstances, makes it probable that the judgment of a reasonable person relying on the information
would have been changed or influenced by the omission or misstatement." Materiality limits should be set
during engagement planning and compared to amounts of unadjusted, projected and estimated
misstatements from the current and, if applicable, prior year to evaluate the risk of unacceptable amounts
of misstatements in the financial statements. The purpose of this evaluation is to consider:

(1) Other accounts generally are most efficiently audited by tests of balances.

(2) When overall engagement risk is high, tests of balances procedures will be extensive for all accounts.
Reductions in tests of balances are possible only when both risks are low.
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1. The effects of individual known but unadjusted misstatements, projected, and estimated
misstatements on financial statement amounts.

2. The causes of such misstatements and the likelihood there may be related conditions that could
materially affect the financial statements.
While it may be necessary to allocate the overall materiality limit to account balances (determine tolerable
misstatements) for certain statistical sampling applications, it is not otherwise necessary. Amounts from
the materiality guidelines below, however, may be assigned to major financial statement classifications for
the purpose of measuring the effects of possible entries on such classifications.

Materiality Table. There is no authoritative guidance for computing the overall materiality limit. The
following percentages are general guidelines for computing the overall materiality limit to be used in
misstatement analysis:
Materiality Base — Greater of Total
Assets or Total Revenues

Over
$

0
30,000
100,000
300,000
1,000,000
3,000,000
10,000,000
30,000,000
100,000,000
300,000,000

Percentage of
the base

But Not Over

$

30,000
100,000
300,000
1,000,000
3,000,000
10,000,000
30,000,000
100,000,000
300,000,000
—

6.0%
30,000
$ 1,800 + 5.0% in excess of $
100,000
5,300 + 3.0% in excess of
300,000
11,300 + 2.0% in excess of
1,000,000
25,300 + 1.5% in excess of
55,300 + 1.0% in excess of
3,000,000
10,000,000
125,300 + .5% in excess of
225,300 + .25% in excess of 30,000,000
400,300 + .2% in excess of 100,000,000
800,300 + .15% in excess of 300,000,000

Interim financial information or the average of three or four years' historical information may be used for
these computations during planning.

The overall materiality limit is generally the larger of the amounts determined by the above guidelines
assuming the base is appropriate in the client's industry. For example, total assets may be the appropriate
base for asset-dependent business such as financial institutions or leasing companies; net revenues may be
the appropriate base for service or not-for-profit entities. When measuring known misstatements (deciding
whether to propose adjustments), the auditor may compare the amount of the misstatements to the amount
of earnings before income taxes. The auditor may decide to pass adjustments, for example, that are a very
small percentage of earnings before income taxes.
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SUMMARY
Risk and materiality assessment and evaluation are the vital elements affecting the optimum mix of evidence
that will produce both quality and efficiency on small business audit engagements. Overall engagement
risk assessment will subjectively affect the overall level of evidence. Identifying risks of potential
misstatements will affect the level of evidence in specific accounts or financial statement classifications.
Setting materiality limits will enable the auditor to concentrate his or her work on major problems and
financial statement areas. As it has been for many years, the professional judgment of the auditor in each
engagement's circumstances will guide the evidence collection process resulting from consideration of risks
and materiality.
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ASSESSING RISK AND MATERIALITY

REVIEW QUESTIONS
1. For audit engagements performed by your firm:

a. How is the client acceptance and retention decision made and documented?

b. How is the overall engagement risk assessment made and documented?

c. How is the risk of potential misstatements assessment made and documented?

2. Are there any audits performed by your firm that you would consider low overall engagement and
potential misstatement risks? (Describe their characteristics.)

3. Does, or should, your firm use the System's Walk-Through Approach for any of these low risk audits?
(Describe the approach used.)
_______________________________________________

4. Generally, how should the standard tests of balances approach be modified to reflect low risks?
(Consider nature, extent, and timing of procedures.)

5. If your firm sets an overall materiality limit during planning, how is it done?

6. Should your firm allocate materiality to individual financial statement classifications or account
balances?_______________________________________________________________________

7. Does your firm compare combined known, but unadjusted, and projected, or estimated misstatements
from the current and prior period with overall materiality established during planning? If so, how is
it done? ______________________________________________________________________
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ASSESSING RISK AND MATERIALITY
SUGGESTED ANSWERS TO REVIEW QUESTIONS

1. For audit engagements performed by your firm:
a. How is the client acceptance and retention decision made and documented?

Firms should develop quality control policies and procedures for evaluating new and existing client
relationships. In addition, overall engagement risk, which consists of (1) integrity of management,
(2) use of financial statements, (3) auditability of the entity, and (4) business environment, should
be considered. The use of the Client Acceptance and Continuance Form is a suggested way to
document this process.

b. How is the overall engagement risk assessment made and documented?

This should be documented in a planning memo. This can be determined using the Client
Acceptance and Continuance Form and the Small Business System's Walk-Through Documentation
Form.
c. How is the risk of potential misstatements assessment made and documented?

This can be determined using the Small Business System's Walk-Through Documentation Form,
Section VII. (Evaluation of Risk of Potential Misstatements.)
2. Are there any audits performed by your firm that you would consider low overall engagement and
potential misstatement risks? (Describe their characteristics.)
An audit of a business that has a good owner-manager controls and/or good internal controls, has
limited dependence on outside financing, no going-concern problems, and competent accounting
personnel would be an example.

3. Does, or should, your firm use the System's Walk-Through Approach for any of these low risk audits?
(Describe the approach used.)
The System's Walk-Through Approach should be the most cost-effective in many of these types of
audits.

4. Generally, how should the standard tests of balances approach be modified to reflect low risks?
(Consider nature, extent, and timing of procedures.)
In cases where these risks are low, there is an opportunity to decrease slightly the reliance on tests of
balances, that is, less reliable procedures can be used, slightly smaller sample sizes can be selected,
and possibly some substantive tests can be performed at interim dates.
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ASSESSING RISK AND MATERIALITY

SUGGESTED ANSWERS TO REVIEW QUESTIONS (Continued)

5. If your firm sets an overall materiality limit during planning, how is it done?
Use of the Materiality Computation Form (section 7.300) is one way to document this calculation.

6. Should your firm allocate materiality to individual financial statement classifications or account
balances?
SAS No. 47 does not require allocating the preliminary estimate of materiality to segments, i.e., major
financial statement classifications, however, it may be appropriate to do so to adequately evaluate the
results of the work performed.

7. Does your firm compare combined known, but unadjusted, and projected, or estimated misstatements
from the current and prior period with overall materiality established during planning? If so, how is
it done?
Use of the Summary of Possible Journal Entries Form (section 10.500) is one way to document this
procedure.
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ANALYTICAL PROCEDURES
OVERVIEW

Many auditors encounter difficulty applying analytical procedures during the planning, performance, and
review stages of small audit engagements.
This section explores the objectives, nature, and timing of analytical procedures on small business audit
engagements. Also discussed is how some firms use analytical procedures as a primary source of evidence
to reduce other substantive tests.

OBJECTIVES OF ANALYTICAL PROCEDURES

Five important objectives of analytical procedures are:
1. To gain a better understanding of the client's business and its industry. This can be accomplished
by comparing industry data to the client's data, and by comparing the client's current data with
prior years' data.
2. To plan the engagement. By comparing the current years' account balances, ratios and other
relevant nonfinancial data to similar prior years' information, staff can identify significant
fluctuations, allocate time to potential problems first, and plan the engagement more efficiently.

3. To provide evidence. Analytical procedures, combined with other substantive tests, are substantive
evidential matter that corroborate management's financial statement assertions. Analytical
procedures are usually the least expensive evidence available. Some analytical procedures may,
by themselves, substantially verify all applicable financial statement assertions.

4. To identify clients with financial problems and risk of financial failure. By comparing current
year's balances and ratios that are indicative of financial stability with prior years' balances and
industry ratios, the auditor may be able to recognize early a trend toward financial difficulties. The
potential for going-concern problems will affect the nature and extent of evidence collected. Early
recognition of financial problems also is valuable information for small business management.

5. To aid the client in doing a better job of running its business. Sharing the results of analytical
procedures such as ratios, trends, and industry comparisons should be part of a firm's client service
philosophies. The results of these analytical procedures also are primary material for the
management meeting.
With the increasing business advisory services CPA firms are offering their clients, particularly small
business clients, the auditor is learning to think like a business person. Analytical procedures have become
primary tools for providing operational information for assisting small business clients.
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THE NATURE OF ANALYTICAL PROCEDURES

Considerations for selecting among the various types of analytical procedures include:

•

The desired level of evidence to be collected, determined by the engagement circumstances.

•

The diversity or complexity of the client's business which may prohibit certain analytical
procedures.

•

The availability of financial information such as budgets, forecasts, or subsidiaries' or divisions'
data.

•

The availability of relevant nonfinancial information such as units produced or sold, number of
employees, hours worked by non-salaried personnel, etc.

•

The reliability of financial and nonfinancial information.

•

The availability of comparable prior years' financial information.

For purposes of this introductory discussion, two major categories of analytical procedures will be
considered:

1.

Comparisons of financial information with similar industry information.

2. Comparisons of internal financial and operations information.
Similar Industry Information

Dun & Bradstreet, Robert Morris Associates, and other publishers accumulate financial information for
thousands of companies and compile the data for different lines of business. Many CPA firms purchase
these publications for use as a basis for industry comparison in their accounting and auditing engagements.
Robert Morris Associates, for example, publishes ratios and percentages for manufacturing wholesaling,
retailing, contracting, finance, and miscellaneous industries. Within the manufacturing category alone
there are numerous different lines of business including such diverse areas as men's work clothing, poultry
dressing, and iron and steel forgings. For each industry classification, the publication includes several
different calculations for different volumes of business.

Some of the benefits of industry comparisons follow:
•
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A better understanding of the client and its industry. A better understanding of the client's industry
can be accomplished by comparing current and prior-period industry ratios to determine any
changes in the industry. Another useful approach is to compare the current period industry data
with other industries to better understand the unique financial characteristics of the client's line of
business. Once the auditor understands the nature and changes of the industry, a comparison of the
client's ratios with industry ratios and the investigation of differences will provide a better
understanding of the client's operations.
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•

Indication of financial difficulty. If the solvency and profitability ratios for the client are
unfavorable relative to companies of equal size and industry, funding current operations, repaying
debt, and future profitable operations may be difficult. For example, if a higher than normal ratio
of long-term debt to equity is coupled with a lower than average ratio of profits to total assets, there
may be a relatively high risk of financial failure.

•

Recommendations to the client. Clients, particularly small clients, may be unaware of the
differences between their operating practices and those of other companies in the same industry.
If the auditor discovers the client's results of operations are significantly different from other
companies in its industry, he or she has an opportunity to serve the client better by informing the
client of the difference. For example, if the ratio of sales to accounts receivable is higher than other
companies in the industry, the client may be losing sales because of an overly restrictive credit
policy.

A potential difficulty in using industry information for comparison is that the nature of the Client's financial
information may differ from industry norms. Because no two companies' lines of business and accounting
methods are identical, the comparisons may not be meaningful in some cases. If most companies in the
industry use FIFO inventory valuation and straight-line depreciation, while the client uses LIFO and
double-declining balance depreciation, the results may not be comparable. Industry comparisons are
merely benchmarks that can guide the auditor in searching for potential problems. Particularly for small
engagements, the differences in accounting and operational methods may be significant. The results of
comparison must be carefully interpreted.
Internal Comparisons of Financial and
Operational Information

Internal comparisons are the most common forms of analytical procedures because:
•

There are no restrictions on the available number and types of calculations. For some industry
comparisons, there may be a limited number of ratios published.

•

The ratios can be more specific and can be directly related to the engagement areas. For example,
unusual amounts of sales returns and allowances can be discovered by computing ratios of monthly
returns and allowances as a percent of sales.

•

The comparisons are internal and, therefore, more meaningful than industry comparisons.

Following are several types of analytical procedures for making internal comparisons:
1. Comparisons of current and prior-period information. Absolute comparison can easily be made by
including the prior period's adjusted balances in a column of the trial balance adjacent to current
balances. On small business audits, current balances likely are unadjusted. In these cases,
comparisons should be made during planning for those accounts that are not normally affected by
year-end adjustments. For the accounts usually affected by adjustments, comparisons and other
analytical procedures should be performed after adjustments have been made to corroborate the
results of the other procedures or for previously planned high reliance.
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2. The composition of account balances can also be compared with similar data from the preceding
period. If there have been no significant changes in the client's operations during the year, the
composition of many account balances should be similar. For example, the composition of the
current physical inventory, i.e., quantities and unit costs, should be similar to prior years'
inventories. Similarly, the age categories of accounts receivable, absent changes in credit policies
or collection results, should be similar from year to year.

3. Comparison of financial information with anticipated results. Comparisons of budgets or forecasts
with actual results can identify significant fluctuations. Investigation of these differences may
disclose misstatements in the financial statements if the budgets and forecasts are reliable. (Most
small businesses operate without the benefits of budgets and forecasts.) In addition to the
opportunity to serve clients better by helping them prepare and use budgets and forecasts, these
tools can also help the auditor be more effective and efficient on small business audit engagements.
Balances in expense or revenue accounts can be approximated by estimates based on relationships
with other accounts. For example, a calculation of annual interest expense on long-term notes
payable can be made by multiplying the average ending monthly balance in notes payable by the
average monthly interest rate. Calculated interest should approximate the balance of the interest
expense account. Similar calculations can be made to estimate total sales, salesmen's commissions,
depreciation expense, payroll tax expense, interest income, and other account balances. Balances
in certain accounts, such as inventories, sales and payroll, can often be predicted by quantity
reconciliations. These estimating and predicting procedures, discussed further later, often are
generally highly effective in verifying the financial statements assertions to such accounts. As a
result, little other tests of balances evidence may be necessary.

4. Study of trend relationships for certain financial data. Misstatements of account balances can often
be discovered by analyzing trend data. For example, misstatements in sales and costs of sales may
be found by comparing gross profit ratios for two or more years. A large change in the gross profit
ratio could indicate the need for a detailed investigation. Misstatements in the costs of sales could
be caused by misstatements in counting or in pricing the physical inventory, an improper purchases
cutoff, materials waste, obsolescence or other factors. Sales could also be misstated because of an
improper cutoff, the failure to invoice customers, invoicing errors, and other reasons.

5. Study of the relationships of financial and nonfinancial data. Changes in nonfinancial data such as
units produced or sold, average hours worked to produce a product, number of sales personnel,
square feet of the plant, or percentage of downtime for manufacturing equipment may be used to
corroborate changes in financial information. Such nonfinancial information may also be used to
directly compute the reasonableness of current financial information. For example, comparison of
current and prior years' percentage of downtime for certain manufacturing equipment should be
consistent with the comparison of repairs and maintenance costs for the same periods. Significant
fluctuations may indicate misclassifications of major repairs, while comparable increases in both
sets of information may indicate the need for future replacement of machinery. Making these
comparisons will, of course, require adequate nonfinancial records. If the small business client
does not keep such records, the auditor may have identified another important client service
opportunity.
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Timing of Analytical Procedures
Depending on the circumstances, analytical procedures may be performed at any time during an
engagement. As discussed above, they should begin during engagement planning to assist in problem
identification and determining the nature, extent, and timing of other substantive tests. Normally,
analytical procedures will be performed as of the balance-sheet date. Depending on the availability of
small business clients' financial and nonfinancial information, in circumstances of low overall engagement
risk, and low risk of potential misstatements, certain of the procedures may be performed at dates
preceding the balance-sheet date.

Using Analytical Procedures to Reduce
Tests of Balances

The auditor should consider the affect of analytical procedures on:
1.

Verification of financial statement assertions.

2. Related tests of balances for specific account balances.

Effect on Verification of Financial
Statement Assertions
In some engagements, analytical procedures may be designed to verify all financial statement assertions
for an account balance. In such cases, additional tests of balances may not be necessary. For example,
a small, quick-copy business client may have only one revenue category for copies sold, which are
accounted for on a cash basis, i.e., there are no receivables. Verification of the financial statement
assertions for copy sales could be accomplished by obtaining copy-machine meter readings at the beginning
and end of the period under examination and multiplying the number of metered copies times the price per
copy. Assuming the computed amount approximates recorded sales, other substantive tests probably would
not be necessary.
Analytical procedures such as absolute dollar comparisons to prior years and budgeted information, and
ratio and trend analysis, are corroborating in their nature. Because they contribute to verification of the
financial statement assertions, reliance on related tests of balances can be somewhat less.

Obtaining Meaningful Results
The following techniques will be helpful in obtaining more meaningful results from analytical procedures:
• Comparisons can be made using absolute dollar amounts, physical quantities, ratios or percentages.
Mathematical techniques such as trend analysis, graphs, charts and financial models may also be
used. The methods selected will depend on the purpose of the analytical procedures in the
engagement circumstances.

• To obtain a meaningful analysis, the auditor should normally compare ratios, percentages, and
absolute amounts for more than two periods. Ideally, the results of at least four periods should be
included for each comparison. To facilitate the comparisons, a carryforward working paper can
be used from year to year.
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•

Maximum benefits can be obtained by computing separate ratios for different divisions, products,
or types of expenses. An aggregate gross profit percentage comparison, for example, will not
reveal offsetting fluctuations in individual product gross profit percentages. If a client doesn't
prepare financial records that permit derivation of gross profit by product line, the auditor may have
discovered yet another service opportunity.

•

Applying analytical procedures requires a clear definition of materiality in financial statement and
trend-comparison terms. When viewing differences as indications of potential problems, the auditor
may be looking at the tip of the iceberg, so to speak. Even the smallest variations in trends can
have material affects on the financial statements.

•

The auditor needs to know when current results should be different from the prior periods' results.
If conditions within the company change, such as a major decrease in the selling price of products
or the obsolescence of inventory due to a change in technology, affected ratios and comparisons
should also change.

SUMMARY
Briefly, extensive use of analytical procedures can enable the auditor to perform small audit engagements
with high quality in the least amount of time with maximum service suggestions to clients.
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USING ANALYTICAL PROCEDURES ON SMALL AUDIT ENGAGEMENTS

REVIEW QUESTIONS
1. What is the nature of analytical procedures commonly used on audit engagements in your firm? _

2. Is there a difference in the nature and timing of analytical procedures used on your firm's small
business, as opposed to larger, audit engagements? Why or why not?

3. If analytical procedures cannot be performed during engagement planning, should they be eliminated
on small business audits? Why or why not? __________________________________________
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USING ANALYTICAL PROCEDURES ON SMALL AUDIT ENGAGEMENTS
SUGGESTED ANSWERS TO REVIEW QUESTIONS

1. What is the nature of analytical procedures commonly used on audit engagements in your firm?

SAS No. 56, Analytical Procedures, requires the use of analytical procedures in the planning and
overall review stages of all audits. Extensive use of analytical procedures can enable the auditor to
perform small audit engagements with high quality in the least amount of time with maximum service
suggestions to clients.

2. Is there a difference in the nature and timing of analytical procedures used on your firm's small
business, as opposed to larger, audit engagements? Why or why not?
Depending on the circumstances, analytical procedures may be performed at any time during an
engagement. The typical small business audit engagement may not appear to be the most conducive
for using analytical procedures in planning. This is because the auditor often does not have an adjusted
trial balance as a starting point. The auditor can instead use historical averages as a base for planning
or complete preliminary adjustments to the trial balance and use these figures for planning.

If the analytical procedures performed are highly effective, reliance on tests of balances procedures
may be reduced. The reductions will be judgmental.

3. If analytical procedures cannot be performed during engagement planning, should they be eliminated
on small business audits? Why or why not?
No. Analytical procedures are an important source of evidence in a financial statement audit. These
procedures help the auditor gain a better understanding of the client's business and industry. Combined
with other substantive tests, analytical procedures provide evidence to corroborate management's
financial statement assertions. These procedures also help identify clients with financial problems and
risk of financial failure.
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PERFORMING THE SYSTEM'S WALK-THROUGH
It would be presumptuous to fail to recognize that many firms, in some form or another, already perform
a system's walk-through for some of their audit engagements. While some firms use flowcharting or
narratives to document internal controls in connection with audit engagements, other firms customarily
inspect accounting documents and records during planning without specifically documenting the results of
such inspections. The System's Walk-Through Approach is designed to achieve both the understanding
and documentation of a client's internal control structure in an efficient manner.
With properly designed documentation, much of the information can be supplied by the client with a
minimum amount of engagement time spent in the verification process. The system's walk-through actually
will provide more usable information about a small client's internal control structure in less time than any
other audit methodology available for small businesses.

SYNOPSIS OF SYSTEM'S WALK-THROUGH APPROACH
In earlier sections of this course, the fundamentals for the System's Walk-Through Approach were covered:

1. Determining if the System's Walk-Through Approach will be the most efficient method for the small
business audit.
2. Gathering information and assessing the overall engagement risk.

3. Evaluating the risks of potential misstatements.
4. Using analytical procedures effectively and efficiently.
This section of the course continues the discussion of the small business audit approach by discussing:

1. Small business audit planning activities.

2. The auditor's understanding of the client's internal control structure and learning how to perform
a system's walk-through by transaction cycle.
3. How to correlate the engagement risks by transaction cycle and modify related substantive tests.

4. How to document judgments and the results of procedures.
5. How to complete the engagement in an organized and efficient manner.

PLANNING

The third General Standard of Rule 201 of the AICPA's Code of Professional Conduct states:
A member shall adequately plan and supervise an engagement.
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The first standard of fieldwork requires that "the work is to be adequately planned and assistants, if any,
are to be properly supervised."

SAS No. 22, Planning and Supervision (AU 311), provides guidance to the independent auditor performing
an audit, in accordance with generally accepted auditing standards, on the considerations and procedures
applicable to planning and supervision, including preparing an audit program and obtaining knowledge of
the entity's business.
Achieving both engagement quality and profitability requires extensive planning. Engagement planning
should begin well before the beginning the audit and continue until completion of the engagement. The
engagement partner should be involved at strategic times during the planning, performance, and completion
of an engagement. Early and frequent partner involvement in audit program design, and in related
judgment decisions, will help develop the in-charge and other staff, identify problems before the job starts,
and result in the highest quality, most profitable engagement.

The following On-going Planning Procedures provide guidance for planning throughout a small business
audit engagement.

On-going Planning Procedures

Responsibility

Function

Engagement Partner

In-charge

1.

Pre-engagement
planning conference of
engagement partner and
in-charge

1.

Discuss briefly the nature of the
engagement and anticipated
problems.

1.

Apprise in-charge
of any current client
developments.

2.

Understanding the
client's business and
industry

2a.

Prepare or update Client
Acceptance and Continuance
Form.

2a

Review Client
Acceptance and
Continuance Form
and assessment of
overall engagement
risk.

3a

Meet with client,
discuss letter, and
obtain signature.

4.

Review
documentation.

2b. Review prior year's working
papers, report, and management
letter.

3.

Engagement letter

2c.

Assess overall engagement risk.

3a.

Identify the nature of the
engagement and additional services
to be performed.

3b. Prepare engagement letter.

4.
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Planning analytical
procedures

4.

Complete the Planning Analytical
Procedures section of the Audit
Planning Memorandum.
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On-going Planning Procedures

(Continued)

Function

In-charge

Responsibility_________________
Engagement Partner

5.

System's
Walk-Through
procedure

5.

Complete the Small Business
System's Walk-Through Documen
tation Form and the Small Business
Microcomputer and Service
Organization Questionnaires, if
applicable.

5.

Review
documentation.

6.

Overall materiality limit

6.

Compute overall materiality limit
and lower limit for individually
significant items. Enter overall
materiality limit on Summary of
Possible Journal Entries Form.

6.

Review
computations.

7.

Sample size selection

7.

Determine individually significant
items and select samples, as
appropriate. Complete Sampling
Decision Working Paper.

7.

Review working
papers.

8.

Time budget
preparation

8.

Revise preliminary budget
prepared at conclusion of prior
year's engagement.

8.

Review time
budget.

9.

Planning conference of
engagement partner and
in-charge

9.

Prepare Audit Planning Memoran
dum and discuss Nos. 2 through 8
with engagement partner.

9.

Review Audit
Planning Memoran
dum and discuss
Nos. 2 through 8
with in-charge.

10. Pre-year-end meeting
with staff

10. Discuss engagement, client, and
staff work responsibilities.

10. Observe.

11. Analytical procedures

11. Modify and complete Analytical
Procedures Program.

11. Review results of
Analytical
Procedures
Program.

12. Year-end tests of
balances

12a. Modify and complete TOB Audit
Program.

12a. Review results of
TOB procedures.

12b. Review work of assistants.
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On-going Planning Procedures

(Continued)

Function

In-charge

Responsibility
Engagement Partner

13. Final analytical
procedures

13. Perform final analytical
procedures.

13. Review revised
results of final
analytical
procedures.

14. End of field work con
ference with engage
ment partner and
in-charge

14. Discuss evidence collected and
resulting conclusions on the
engagement.

14. Discuss evidence
collected and
resulting conclu
sions on the
engagement.

15. Post-engagement
meeting with staff

15. Discuss engagement results and
plans for next year.

15. Observe.

Meetings with Staff
Good on-the-job training philosophies will normally include these components:

1. Pre-engagement date meetings with staff

2. Frequent supervision and review of assistant's work.

3. Post-engagement meetings with staff.
Such meetings give staff the benefit of work performed by the in-charge prior to the meeting to achieve
an understanding of staff's work responsibilities and anticipated engagement problems, and to explain
the engagement administration.
Understanding of Client's Internal
Control Structure

SAS No. 55, Consideration of the Internal Control Structure in a Financial Statement Audit (AU 319),
requires the auditor to obtain a sufficient understanding of each of the three elements of the client's internal
control structure to plan the financial statement audit. Those elements are:
1. Control environment,

2. Accounting system, and
3. Control procedures.
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The understanding should include knowledge about the design of the policies, procedures, and records and
whether they have been placed in operation by the entity. Knowledge about the effectiveness of the
procedures is not required to be obtained by the auditor as part of the understanding of the internal control
structure.
The Small Business System's Walk-Through Documentation Form in section 5.600 illustrates information
that will be used to expand the understanding of the client's internal control structure. This information
can be supplied by the client's bookkeeper or other employee and should be reviewed by the in-charge.
The System's Walk-Through Procedure

As stated above, the understanding of the client's internal control structure will be the foundation for
identifying and assessing the risk of potential misstatements and, ultimately, modifying the tests of
balances. To relate the system's understanding to financial statement classifications, the walk-through must
be made by transaction cycle. The following illustration demonstrates the relationship of major audit areas
to transaction cycles.
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AUDIT AREAS AND TRANSACTION CYCLES

Related
Transaction Cycles

Major Audit Area

1.

Cash.

la.

Collections segment of sale and collections
cycle.

lb.

Payments segment of purchases and
disbursements cycle.

2.

Accounts receivable confirmation and
alternative procedures.

2.

Sales and collections.

3.

Sales cutoff.

3.

Sales and collections.

4.

Physical inventory observation.

5.

Tests of balances inventory pricing and
clerical tests.

4a.

Purchases and disbursements.

4b.

Inventory and warehousing.

5a.

Purchases and disbursements.

5b.

Inventory and warehousing.

6.

Vouching and inspecting fixed assets.

6.

Purchases and disbursements.

7.

Search for unrecorded liabilities.

7.

Purchases and disbursements.

8.

Purchases cutoff.

8.

Purchases and disbursements.

9.

Payroll tests.

9.

Payroll and personnel.

10.

Expense account analysis and vouching.

10.

Purchases and disbursements.

Secondary Purpose

A secondary purpose of the system's walk-through is to corroborate other evidence gathered to verify the
completeness assertion in the financial statements. For this purpose, the system's walk-through should
begin with the document first evidencing the initiation of the transaction. A sample of five such
documents, or more if considered necessary, should be selected for at least each of these transactions:
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1. Sales

2. Collections
3. Purchases

4. Disbursements

5. Payroll
Because one of the primary purposes of the walk-through is to achieve an understanding of the internal
control structure and the flow of transactions, selection of sample units must include at least one unit for
each type of transaction in the major audit areas.
For many small businesses, a separate sales, purchases, or payroll journal may not exist. In such cases,
the selection of walk-through units should be traced to the related cash receipts or cash disbursements
source journals.

The documents that commonly initiate transactions are:
Sales — Customer order, shipping report, sales invoice, or bill of lading.

Collections — Prelist of mail receipts or duplicate copies of deposit slips.
Purchases — Purchase order, receiving report, or vendor invoice.

Disbursements — Invoice package or check copy.
Payroll — Employee records and time cards.
After selecting the appropriate documents, the auditor can begin the walk-through. The following
procedures will normally be performed to trace the transaction from its "cradle" to its "grave":
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SYSTEM’S WALK-THROUGH PROCEDURES
1. Obtain copies of the documents and affix to working papers.
procedures performed on these copies.

Document the walk-through

2. Based on the client's system description, walk each transaction from its "cradle" to its "grave" by
performing these procedures for each of the documents selected:
a.

Examine the documents to determine the authorization and initiation procedures are performed
and evidenced.

b.

Verify the clerical and mathematical accuracy of data on the document.

c.

Trace the documents to a source journal entry, and subsidiary ledgers if applicable, and
compare them to the recorded information.

d.

Test foot the primary column in the source journal for an appropriate period and trace the total
to the general ledger.

e.

Select a representative bank statement and inspect evidence of reconciliation and review
procedures.

f.

Scan the general journal for the year and obtain explanations for unusual entries.

g.

Inspect evidence of the periodic balancing of the general ledger.

h.

Read the most recent internally-prepared financial statement or trial balance and investigate
any unusual matters noted.

Based on the walk-through procedures, the next steps are to evaluate the risks of potential misstatements
in each cycle, correlate the risks of potential misstatements with the overall engagement risk, determine
the nature, timing, and extent of substantive tests, and select sample sizes for tests of balances. Selecting
samples is discussed in Chapter 7, sections 7.400 and 7.500, of the Manual.
Evaluating Risks of Potential Misstatements

The auditor's judgment about the risk of material errors and irregularities should influence the design of
the audit. For example, if the auditor concludes that there is a significant risk that material errors and
irregularities could occur in an audit engagement, he or she must design an appropriate audit strategy to
mitigate that risk. This strategy might involve placing more experienced staff on the engagement,
increasing supervision and review of assistants' work, testing more items, performing procedures at year
end rather than at interim dates, and modifying the nature of auditing procedures to obtain more reliable
evidential matter.
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Correlating Engagement Risks

While many small business engagements, by their nature, will have high overall engagement risks and/or
high risks of potential misstatements, some may not have such high risks, at least in all transaction cycles.
For such clients, certain reductions in substantive tests, and additional time savings, may be possible.

A high risk of potential misstatements, and/or high overall engagement risk, will normally require
application of more extensive procedures to large sample sizes at or near the balance-sheet date. A low
risk of potential misstatements, and low overall engagement risk, will permit using less extensive
procedures, selecting smaller sample sizes and performing certain procedures at interim dates. The
following Risk Correlation Matrix is based on the evaluation of overall engagement risk from the Client
Acceptance and Continuance Form (Chapter 3, section 3.400), and on the evaluation of risk of potential
misstatements made during the system's walk-through procedure.
The "TOBs" (test of balances) column in the matrix will be used to:

1. Select the sections of the tests of balances program applicable to a specific client.

2. Guide the modification of the nature, extent, and timing of the standard tests of balances program
procedures.
Transaction Cycles Section of the Risk
Correlation Matrix
The transactions cycles section of the matrix contains the financial statements classifications that are
commonly subject to modification in low risk circumstances.

The "Overall Engagement Risk" and the "Risk of Potential Misstatements" columns for all accounts in the
transaction cycles section should be designated as either high, low, or not applicable (N/A). The "not
applicable" designation may be used when the account classification balance is not material or when the
client has no such balance. For minimal tests of balances, both risk columns must contain a "low"
designation. A minimal TOBs designation will permit the use of less reliable procedures, such as negative
confirmations for accounts receivable, smaller sample sizes, and certain testing at interim dates.
General Section of Risk Correlation Matrix
Most of the evidence necessary to verify financial statement assertions for the account classifications listed
under the General Section is obtained from tests of balances and will generally be unaffected by risk, i.e.,
extensive tests of balances will be performed because tests of balances procedures are normally the means
for auditing such accounts. The extent of tests of balances column for these classifications should be
designated as either extensive or N/A.
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RISK CORRELATION MATRIX

Audit Area

Engagement
Overall
Risk

Risk of
Potential
Misstatements

TOBs

TRANSACTIONS CYCLES SECTION:

Sales and Collections:
1. Trade accounts receivable

2. Sales
Purchases and Disbursements:
3. Inventories and costs of sales

4. Fixed assets

5. Accounts payable
6. Expense accounts
Payroll and Personnel:
7. Payroll accounts
GENERAL SECTION:
1. Cash

2. Other accounts receivable
3. Notes receivable
4. Allowance for doubtful accounts

5. Marketable securities
6. Prepaid expenses

7. Investments and other assets

8. Deferred charges and intangibles
9. Accrued expenses and other liabilities

10. Notes payable and long-term debt
11. Stockholders' equity
12. Other revenues
13. Specialized industry areas:
---------------------------- .—- ----
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Modifying Tests of Balances Procedures
Referring to the Evidence Modification Matrix on page 20-8, it can be seen that circumstances of low
overall engagement risk and low risks of potential misstatements will enable the auditor to reduce tests of
balances procedures.

The following Reliance Matrix lists the major audit areas commonly included in small business audits' tests
of balances procedures. To guide the modification process, these accounts and related tests of balances
procedures are presented in matrix form. Extensive procedures should be performed when either overall
engagement risk, or the risk of potential misstatements, is high. The column for lesser risk illustrates the
general modifications that should be made when both overall engagement risk and the risk of potential
misstatements are low. Analytical procedures would be extensive in both cases.

As discussed earlier, some analytical procedures may verify substantially all financial statement assertions
for certain general ledger accounts. High overall engagement risk, or high risk of potential misstatements,
should cause the auditor to carefully investigate the variances resulting from such procedures. In addition
to considering the dollar amount of such variances, the auditor should also consider the qualitative impact
of such misstatements on other areas of the audit. High risk situations may necessitate additional analytical
or tests of balance procedures to resolve the variances.
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RELIANCE MATRIX
Program Design Considerations
High Reliance

Lesser Reliance

1. Cash.

1. Prove all major bank
reconciliations at the
balance-sheet date. Trace
most reconciling items to
cutoff statements. Confirm
all accounts. Search for
unrecorded transfers.

1. Normally same because of
high risk inherent in cash
balances.

2. Trade accounts receivable
and sales.

2a. Send positive
confirmations, and/or
perform alternative
procedures, for
individually significant
accounts comprising a
substantial portion of the
account balances as of the
balance-sheet date in
accordance with SAS
No. 39. Confirm as of the
balance-sheet date. Support
nonreplies and exceptions
by reference to sales and
cash receipts documents.
Consider sending positive
or negative confirmations
on representative
remaining accounts.

2a. Select fewer items as
individually significant
items for positive
confirmation. Consider
sending confirmations
before balance-sheet date.

2b. Perform extensive sales
cutoff tests by reference to
sales and shipping
documents for a large
period before and after
balance-sheet date.

2b. Shorten test period and/or
raise scope of items tested.

Major Audit Area

8/95

20-60

SMALL BUSINESS AUDIT MANUAL

Program Design Considerations
High Reliance

Lesser Reliance

2c. Compare sales by month,
by product, to preceding
year. Follow up on
significant fluctuations by
reviews of underlying
records.

2c. Sales procedures basically
the same.

3a. Consider observing
inventory from start to
finish. Make extensive
test counts at all locations.

3a. Depending on client's
controls over count,
consider reducing number
of test counts.

3b. Perform extensive,
representative inventory
pricing and clerical tests
in accordance with SAS
No. 39. A significant
portion of the inventory
items should be subjected
to tests.

3b. Depending on client's
double-check procedures,
consider reducing number
of items tested.

4.

Major Audit Area

3.

Inventories and costs of
sales.

4.

Fixed assets.

4.

5.

Accounts payable.

5a. Perform an extensive
search for unrecorded
liabilities including
subsequently recorded
transactions, open
invoices, receiving report,
and purchase order files.
Low dollar limits should
be used. Consider
confirming major
suppliers, including zero
balances.

Perform extensive
vouching and inspections.
A significant portion of
the inventory items should
be subjected to support
tests.

Raise the scope of items
subjected to vouching and
inspection, i.e., vouch
fewer items.

5a. Same due to high inherent
risk of unrecorded
payables.

8/95

20-61

SMALL BUSINESS AUDIT MANUAL

♦
Program Design Considerations

Major Audit Area

Lesser Reliance

High Reliance

5b. Perform extensive
purchases cutoff tests by
reference to vendor
invoices for a large period
before and after balancesheet date.

5b. Shorten test period or
raise scope of items
tested.

6.

Expenses.

6.

Perform extensive
vouching tests for all
significant account
balances by examining
canceled checks and
supporting documents.

6.

Raise scope of items
tested, i.e., support fewer
items. Consider omitting
inspection of cancelled
checks.

7.

Payrolls.

7.

Compare monthly payroll
by labor category and
follow up on variations by
reference to underlying
records. Consider
reconciling gross wages to
payroll tax returns and, if
necessary, detail testing a
few selected
disbursements.

7.

Basically the same
procedures, except
detailed tests may be
eliminated.

Terminology used on previous pages such as extensive, substantial, and significant are not, of course,
subject to general definitions. Definitions will vary in each engagement's circumstances and depend on
such considerations as materiality, the inherent nature of transactions and balances, and the overall mix of
evidence. These words are used here to indicate when tests of balances, and analytical procedures are the
primary sources of evidence to corroborate the financial statement assertions. If, for example, evidence
on an engagement previously consisted of a mix of tests of controls, tests of balances, and analytical
procedures, eliminating the tests of controls would not mean the auditor would need less evidence. It
would simply require more evidence from the system's walk-through, tests of balances, and analytical
procedures because the overall evidence necessary for the required level of assurance would remain
the same.

COMPLETING THE ENGAGEMENT

Completing the engagement efficiently requires control and organization. The following Engagement
Completion Matrix outlines the major functions and responsibilities for engagement completion.
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ENGAGEMENT COMPLETION MATRIX

Responsibilities

Partner

In-Charge

Function
1.

Complete engagement
performance review.

1.

Complete Engagement
Performance Review
Checklist.

1.

Complete Engagement
Performance Review
Checklist.

2.

Prepare financial
statements, notes and
report.

2.

Draft financial statements,
notes, and report.
Complete Small Business
Audit Reporting and
Disclosure Checklist.

2.

Review financial
statement, notes, report,
and Small Business Audit
Reporting and Disclosure
Checklist.

3.

Report review conference
with partner and
in-charge.

3.

Discuss engagement
partner's review.

3.

Discuss engagement
partner's review.

4.

Prepare and present
management
communication.

4.

Prepare meeting letter or
meeting agenda to
communicate control
structure related and other
matters.

4.

Review and present letter
or hold meeting
with management.

5.

Administrative wrap-up.

5.

Complete the engagement.

5.

Complete the engagement

Completing the Engagement Review
The in-charge is responsible for reviewing all work of assistants, completing the Engagement Perform
ance Review Checklist and obtaining partner's review.
Financial Statements, Notes, and Report Preparation

The Small Business Audit Reporting and Disclosure Checklist contains guidance for the in-charge when
drafting financial statements, notes, and reports.
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Report Review Conference with Partner
This conference, between the partner and in-charge, should be the final technical function for the
engagement. Accomplishment of the engagement objectives, compliance with firm policy, problem
resolution, and the financial statements and report form and content should be the primary subjects
discussed. This is the final "key point" review for engagement quality.
DOCUMENTATION
The evidence design process, engagement planning, performance and completion, and supervision and
review functions, should be evidenced in the engagement documentation. Arranged in the order they will
normally be used on an engagement, illustrative documentation from this Manual is as follows:

1.
2.
3.
4.
5.

6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.

Client Acceptance and Continuance Form (section 3.400)
Engagement Letter (section 4.300)
Small Business System's Walk-Through Documentation Form (section 5.600)
Internal Control Structure Reportable Conditions Form (section 6.300)
Audit Planning Memorandum (section 7.603), Materiality Computation Form (section 7.300), and
sampling documentation (sections 7.511, 7.525-7.528)
Small Business Analytical Procedures Program (section 8.300)
Small Business Tests of Balances Program (section 9.200)
Summary of Possible Journal Entries Form (section 10.500)
Consultation Form (section 11.300)
Representation Letter (section 12.300)
Engagement Performance Review Checklist (section 13.411)
Small Business Audit Reporting and Disclosure Checklist (section 14.300)
Small Business Microcomputer Questionnaire (section 15.200) and Service Organization
Questionnaires (section 15.300)
Management Meeting Checklist (section 16.300) and Summary of Matters for Communication
(section 16.400)
Budgeting and time control documents (sections 17.300-17.500)
Working Papers and Correspondence (Chapter 18)

SAS No. 41, Working Papers (AU 339), is the primary source of documentation requirements. Paragraph
five states:
Working papers ordinarily should include documentation showing that —

a. The work has been adequately planned and supervised, indicating observance of the first standard
of fieldwork.

b. An understanding of the internal control structure has been obtained, sufficient to plan the audit
indicating observance of the second standard of fieldwork.
c. The audit evidence obtained, the auditing procedures applied, and the testing performed have
provided sufficient competent evidential matter to afford a reasonable basis for an opinion,
indicating observance of the third standard of fieldwork.
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While the extent of the documentation will vary with client size and circumstances, the documentation must
be sufficient to indicate that all financial statement assertions have been verified. Documentation for
adequate evidence will include the judgments made during the evidence design and collection process, as
well as the results of all tests performed.

Creating Documentation Efficiencies
Without creating an extensive discussion of how to achieve efficiencies on small business audits, several
issues related to engagement documentation should be discussed here:

1. Standardized firm documentation policies, integrated with training and on-the-job applications.

2. Standardized audit programs and working papers.

3. Automated documentation applications.
As it is in most firms, documentation policies are generally shaped by the backgrounds and experience of
firm partners and managers. Changes in engagement approaches and practices are usually made
spontaneously, often the result of a staff person learning a new concept or technique at a training program.
In few instances are such changes coordinated with standard practices, and implemented on a firm-wide
basis.

With increasing fee consciousness in the accounting services marketplace, firms of all sizes are looking for
ways to be more efficient in performing compliance services and to increase their revenue per staff
chargeable hour. As many firms are finding, standardization and automation are the first steps to
efficiency.

SUMMARY
Performing the System's Walk-Through is the heart of the approach to small business audits. Intertwined
with the system's walk-through procedure, the auditor recognizes the need to apply the most basic tools
of the trade, common sense, and professional judgment. The auditor recognizes also the need to approach
a small engagement thinking in terms of both engagement efficiencies and client operational efficiencies.
Using the perspective of a businessperson, while incorporating accounting and auditing expertise, the
System's Walk-Through Approach to small business audits will enable the auditor to perform an effective
audit in the least amount of time and to make the maximum contribution to helping clients meet their
operational objectives.
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PERFORMING THE SYSTEM S WALK-THROUGH
REVIEW QUESTIONS
1. The system's walk-through is designed to gather information concerning the client's internal control
structure. How would the existence of internal controls affect the System's Walk-Through Approach
to small business audits? __________________________________________________________

2. What are the normal planning activities your firm performs on small business audits and when do they
occur? _________________________________________________________________________

3. What planning procedures would you implement or change to make your firm's planning process more
effective?
__________________________________________________________________

4. Which of the ongoing planning procedures beginning on page 20-49 do you think are impractical for
your firm? Why? ------------------------------------------------------------------------------------------------

5. A secondary purpose of the system's walk-through is to obtain information to corroborate other tests
designed to verify the completeness assertion. What other tests contribute to verifying the completeness
assertion on small business audits?
_________________________________________

6. For the system's walk-through, client documents must be selected from the populations that are
representative of all existing transactions. What are the documents that customarily initiate transactions
on small business audits:
Sales transaction:------------------------------------------------------------------------------------------------------

Collections transaction:______________________________________________________________
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PERFORMING THE SYSTEM'S WALK-THROUGH

REVIEW QUESTIONS (Continued)

Purchases transaction:_______________________________________________________________

Disbursements transaction:___________________________________________________________

Payroll transaction:_________________________________________________________________

7. What are the five basic procedures that should be included in all transaction cycles?

8. A primary purpose of the walk-through is to evaluate the risks of potential misstatements. How would
you define risk of potential misstatements?

9. What are the specific procedural differences for the following account balances in cases of high and
low risks?_ _ ___________________________________________________________________
High Risk

Low Risk

a. Accounts receivable and sales: -------------

b. Payroll accounts: -----------------------------
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PERFORMING THE SYSTEM'S WALK-THROUGH
SUGGESTED ANSWERS TO REVIEW QUESTIONS

1. The system's walk-through is designed to gather information concerning the client's internal control
structure. How would the existence of internal controls affect the System's Walk-Through Approach
to small business audits?

By selecting the System's Walk-Through Approach, auditors have decided to emphasize analytical
procedures and tests of balances procedures rather than testing internal controls.
2. What are the normal planning activities your firm performs on small business audits and when do they
occur?

Planning activities should consist of:
Client acceptance or rentention
Obtaining an engagement letter
Understanding the client's business and industry
Obtaining an understanding of the internal control structure
System's walk-through procedures
Setting materiality limits
Modifying audit programs
Time and budget preparation
And other planning related activities

3. What planning procedures would you implement or change to make your firm's planning process more
effective?

Consider adopting the System's Walk-Through Approach for small business clients. This will give your
firm an organized approach to planning.
4. Which of the ongoing planning procedures beginning on page 20-49 do you think are impractical for
your firm? Why?

Hopefully, all these procedures are practical for your firm as they will help you plan an engagement
before starting field work.

5. A secondary purpose of the system's walk-through is to obtain information to corroborate other tests
designed to verify the completeness assertion. What other tests contribute to verifying the completeness
assertion on small business audits?
Analytical procedures are also used to verify the completeness assertion. They should be used to
corroborate the results of the tests of balances.
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PERFORMING THE SYSTEM'S WALK-THROUGH

SUGGESTED ANSWERS TO REVIEW QUESTIONS (Continued)

6. For the system's walk-through, client documents must be selected from the populations that are
representative of all existing transactions. What are the documents that customarily initiate transactions
on small business audits:
Sales transaction —customer's order

Collections transaction —customer's check
Purchase transaction — purchase order

Disbursements transaction —invoice, receiving report, and purchase order copy
Payroll transaction — timecard

7. What are the five basic procedures that should be included in all transaction cycles?
Authorization, initiation, recording, safeguarding, and accountability.
8. A primary purpose of the walk-through is to evaluate the risks of potential misstatements. How would
you define risk of potential misstatements?

It is the risk that financial statements would be misstated because of errors, irregularities, and illegal
acts. Paragraph 2 of SAS No. 53 defines errors as unintentional misstatements or omissions of amounts
or disclosures in financial statements. Irregularities are intentional misstatements or omissions.
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PERFORMING THE SYSTEM'S WALK-THROUGH
SUGGESTEDANSWERS TO REVIEW QUESTIONS (Continued)

9. What are the specific procedural differences for the following account balances in cases of high and low
risks?
High Risk

Low Risk

a. Accounts • Send positive confirmations, and/or perform alter
• Select fewer items
receivable
native procedures, for individually significant accounts
as individually
representing a substantial portion of the account
and sales
significant items
balances as of the balance-sheet date. Support
for positive
nonreplies and exceptions by reference to sales and cash
confirmation.
receipts documents. Consider sending positive
• Shorten the test
confirmations on a few representative remaining
period or raise the
accounts.
lower limit of items
• Perform extensive sales cutoff tests by referring to sales
tested.
and shipping documents.
• Sales procedures are
• Compare sales by month, by product, to preceding year.
basically the same.
Follow up on significant fluctuations by reviewing
underlying records.

b. Payroll
accounts
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• Compare monthly payroll by labor category and follow
up on variations by referring to underlying records.
Consider reconciling gross wages to payroll tax returns
and, if necessary, testing a few selected disbursements
in detail.

• Basically, the same
procedures can be
performed, except
detailed tests can be
eliminated.
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-----------------------------------------------------------------------------------------------------------------SELECTING SAMPLES ON SMALL AUDITS
Note to Participants:
The materials for this section are contained in Chapter 7, sections 7.400 and 7.500, of this Manual. Please
read those sections and then answer the questions on the following page.

SUMMARY

The auditor must understand and apply SAS No. 39, when applicable, on small business audits. Because
of engagement circumstances, however, the auditor may examine more individually significant items and
perform fewer sampling applications than for larger audit engagements. While the technical requirements
are the same as for larger engagements, the auditor will normally create efficiencies from the methods he
or she uses to comply with such requirements.
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SELECTING SAMPLES ON SMALL BUSINESS AUDITS

REVIEW QUESTIONS
1. For tests of balances, outline the approach to a sampling application included in SAS No. 39.

2. Would you normally use statistical or nonstatistical sampling methods on small business audits? Why?

3. What sample unit selection methods are acceptable for small business audits?

4. The following formula for determining tests of balances sample size is included in the AICPA's Audit
Sampling Guide:

Sample population amount
Sample tolerable error amount

x Assurance factor

=

Sample size

Would you use this formula on small business audits? Why or why not?

5. How should you decide on the sample size for a small business audit test of balances procedure?
Be specific. _________________________________________________________________________

6. Under what circumstance would no tests of balances sampling applications take place on small business
audits?__________________________________________________________________________

7. a. How do you evaluate the results of tests of balances sampling applications in your firm?

b. How do SAS No. 39 and the audit sampling guide state the evaluation of results should be
performed?---------------------- --------------------------------------------------------------------------------
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SELECTING SAMPLES ON SMALL BUSINESS AUDITS
SUGGESTED ANSWERS TO REVIEW QUESTIONS

1. For tests of balances, outline the approach to a sampling application included in SAS No. 39.
SAS No. 39 prescribes this approach to tests of balances sampling:

1. Determine the objective of the test.

2. Define the population.
3. Identify individually significant items.

4. Determine the sample size by considering:
a. Variations within the population.

b. The risk of incorrect acceptance.
c. Tolerable misstatement amount.

d. Expected misstatement amount.
e. Population size.
5. Determine the method of selecting the sample.

6. Perform the procedures.

7. Evaluate results by:
a. Projecting or estimating the misstatement in the sampling population.

b. Considering sampling risk.

c. Considering qualitative aspects of test results.
2. Would you normally use statistical or nonstatistical sampling methods on small business audits? Why?

It is cost effective to use nonstatistical sampling applications on most small business audits. A properly
designed nonstatistical sample can provide results that are as effective as those from a statistical sample.
It may be more cost effective because it requires less specialized expertise.
3. What sample unit selection methods are acceptable for small business audits?
While SAS No. 39 and the AICPA's Audit and Accounting Guide, Auditing Sampling identify and
discuss several types of sample selection methods, no specific methods are required to be used. Various
sampling methods such as random-number sampling, systematic sampling with random starts, and
haphazard sampling should result in a representative sample and may be used on small business audits.
For small business audits, the haphazard sampling method will be most commonly used.
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SELECTING SAMPLES ON SMALL BUSINESS AUDITS

SUGGESTED ANSWERS TO REVIEW QUESTIONS (Continued)
4. The following formula for determining tests of balances sample size is included in the AICPA's Audit
and Accounting Guide, Audit Sampling:

Sample population amount
Sample tolerable error amount

x Assurance factor

=

Sample size

Would you use this formula on small business audits? Why or why not?
This is the model approach and is very effective on small business audits.

5. How should you decide on the sample size for a small business audit test of balances procedure?
Be specific.
Use the table in section 7.516 of this Manual adapted from the AICPA Audit and Accounting Guide,
Audit Sampling.
6. Under what circumstance would no tests of balances sampling applications take place on small
business audits?

The auditor would not perform any tests of balances sampling where sufficient evidence would be
obtained by testing all amounts in excess of tolerable misstatement and all individually significant items.
The remaining amounts (the potential sampling population) is accepted as is or tested by other
procedures, such as analytical procedures.

7. a. How do you evaluate the results of tests of balances sampling applications in your firm?
The misstatements in the sample must be projected to the population. The Manual provides a Form
to do this in section 7.526.
b. How do SAS No. 39 and the audit sampling guide state the evaluation of results should be
performed?

The amounts of projected misstatements should be combined with actual, unadjusted misstate
ments and the total compared with the corresponding financial statement amounts and overall
materiality limits.
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-----------------------------------------------------------------------------------------------------------------CPE EXAM
This examination consists of 20 True (T) or False (F) statements. Please indicate the correct answer by
blackening in the appropriate space on your Self-Study Examination Answer Sheet.
Please note that answers are based solely on the information contained in the course materials and in the
Manual. The correctness of an answer is judged on that content alone and does not necessarily reflect the
opinion of the AICPA.

Answer True or False to each of the following questions
1. One of the common characteristics of a small business is concentration of ownership or operational
control is in the hands of one or a few individuals, creating owner/manager dominance.
2. The evidence design process in the System's Walk-Through Approach begins with the assumption that
high reliance on analytical procedures and tests of balances will usually be required on small business
audits.

3. The five principal transactions cycles are:
Sales and collections.
Purchases and disbursements.
Payroll and personnel.

Inventory and warehousing.

Receivables and payables.
4. The general ledger accounts affected by the sales and collections transaction cycle are trade accounts
receivable, sales, and cost of goods sold.

5. Completeness, a financial statement assertion, is defined as an objective to determine that all
transactions occurring during the period have been recorded in the books of original entry.
6. By selecting the System's Walk-Through Approach, low reliance is placed on the system's walk
through procedures and high reliance is placed on substantive tests. High reliance on substantive tests
will require more evidence, most of which will come from examination of a larger portion of the total
account balance.
7. The basic components of overall engagement risk are:

• The integrity of the client's management.
• The intended use of the financial statements.
• Business environment.
• The assessment of the internal control structure.
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CPE EXAM (Continued)
8. The overall engagement risk associated with the planned use of the financial statements will almost
always be high because the auditor cannot control the ultimate distribution of the statements.

9. Inherent risk, one of the components of audit risk, is defined as an account balance's or class of
transaction's susceptibility to misstatement without considering the effect of internal controls.
10. Engagements with high overall engagement risk, and/or high risks of potential misstatements will
normally require smaller materiality limits.
11. Internal comparisons are the most common forms of analytical procedures because (1) there are no
restrictions on the available number and types of calculations and (2) ratios can be more specific and
related directly to the engagement areas.
12. In some engagements, analytical procedures may be designed to satisfactorily verify all financial
statement assertions for an account balance.
13. The System's Walk-Through Approach provides the auditor with an understanding of the client's
operations and accounting system to decide the extent of the test of controls to be performed.

14. To relate the system's understanding to financial statement classifications, the walk-through must be
made by transaction cycle.
15. The elements of the internal control structure are (1) control environment, (2) accounting system, and
(3) control documentation.
16. Individually significant items are not subject of sampling applications.
17. When the overall materiality limit is low, more items will normally be considered individually
significant, i.e., a greater percentage of the account will be subjected to examination.

18. According to SAS No. 39, a sampling population is derived by subtracting individually significant items
from a recorded population.
19. Under the nonsampling judgmental method for nonstatistical sampling, the coverage of the total
population is affected not only by the nature of the population but also by the degree of engagement
risk.
20. A method of projecting the amount of misstatement found in a sample is to divide the amount of
misstatement by the fraction of total dollars from the population included in the sample.
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CHAPTER 21

CONSULTING SERVICES
21.000 INTRODUCTION
2 1.001 The AICPA publication “Advisory Comments for Growth and Profitability - A Guide for
Accountants and Consultants” notes that:
Changes in our economy, business practices, and technology have dramatically increased
competition for audit clients. These trends have altered the traditional relationship
between client and auditor. Increasingly, the auditor is assuming an additional role of
business advisor. This role provides a competitive advantage by enhancing the auditor’s
value to the client.

2 1.002 This chapter provides information to help accountants assume their role as business advisors.
2 1.003 The applicable professional standard for providing business consulting services is The Statement
on Standards for Consulting Services No. 1, Consulting Services: Definitions and Standards (SSCS No. 1).
As described in the Statement, consulting services may include:
• Consultations, in which the practitioner’s function is to provide counsel in a short time frame.
This service is based mostly on existing personal knowledge about the client, the
circumstances, the technical matters involved, client representations, and the mutual intent of
the parties. Examples include: reviewing and commenting on a client-prepared business plan
and suggesting computer software for further client investigation.

• Advisory services, in which the practitioner’s function is to develop findings, conclusions, and
recommendations for client consideration and decision making. Examples of advisory services
are an operational review and improvement study, analysis of an accounting system, assistance
with strategic planning, and definition of requirements for an information system.
• Implementation services, in which the practitioner’s function is to put an action plan into effect.
Client personnel and resources may be pooled with the practitioner’s to accomplish the
implementation objectives. The practitioner is responsible to the client for the conduct and
management of engagement activities. Examples of these services include: providing
computer system installation and support, executing steps to improve productivity, and
assisting with the merger of organizations.
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• Transaction services, in which the practitioner’s function is to provide services related to a
specific client transaction, generally with a third party. Examples of transaction services are
insolvency services, valuation services, preparation of information for obtaining financing,
analysis of a potential merger or acquisition, and litigation services.
• Staff and other support services, in which the practitioner’s function is to provide appropriate
staff and possibly other support to perform tasks specified by the client. The staff provided
will be directed by the client as circumstances require. Examples of staff and other support
services are data processing facilities management, computer programming, bankruptcy
trusteeship, and controllership activities.
• Product services, in which the practitioner’s function is to provide the client with a product and
associated professional services in support of the installation, use or maintenance of the
product. Examples of product services are the sale and delivery of packaged training
programs, the sale and implementation of computer software, and the sale and installation of
systems development methodologies.
21.004 This Chapter focuses on two of the more prevalent services provided:

• Obtaining funds for small businesses (transaction)
• Helping clients choose a general ledger software package (consulting)

21.0 05 The AICPA publishes a number of practice aids, training courses, and other publications for
practitioners who provide consulting services to their clients. To obtain a copy of the current AICPA
catalog, call 1-800-862-4272. An on-line version is also available on the Accountant’s Forum.

21.100 GENERAL APPROACH TO PROVIDING CONSULTING SERVICES
21.101 In some instances, the client will approach the practitioner with a clearly identified need for
consulting services. For example, the entity becomes involved in a lawsuit and needs litigation support
services.

21.102 More often, the client will rely on the practitioner to identify and articulate the need for additional
services. For example, the changing circumstances of the owners of a family-held business may require
the development of a business succession plan. The family members themselves may not recognize the
need, but a CPA experienced in these matters would.
21.103 The following is a general approach for CPAs to identify, articulate, and provide consulting
services to small business clients:
1. Identify needs and collect information for potential suggestions. Often, this may take place
during an audit or review.

2. Consider the company’s stage of development. Analyze the client’s needs in light of their
development stage and identify their highest level of need.
21.004
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3. Outline an informal plan for the client that focuses on specific needs.
4. Propose a plan to help the client accomplish its objectives.
5. Assist management in finalizing and implementing the plan.

Identify Needs and Collect Information
21.104 Traditionally, audit teams have relied on the work of staff accountants to identify management
letter comments. The CPA firm then relies on the management letter to provide the basis for providing
additional consulting services. In practice, this approach has several problems:

• Management letters are often poorly written and hard to read
• Suggestions are often commonplace or internal-control oriented.
• Most letters are written and delivered well after the engagement is over. On many small
engagements, letters are not issued at all.
21.105 Management letters should not be eliminated. However, as a source for additional consulting
services, CPA firms may want to supplement the management letter process with other procedures.
21.106 The effective identification of client needs and possible consulting services will require the
involvement of the engagement partner. Most needs are identified during audit planning, the final
analytical review of the financial statements, or periodic, informal contact with the client’s management.
Most needs are not identified by the engagement partner during a detailed review of the audit workpapers.

21.107 To identify needs, the practitioner should focus on the overall circumstances of the company, its
principals, and the business environment in which it operates. For example, consider the following:
• What is the general direction of the company? Are they expanding (new territory or
products)? Have they leveled off? Are they pulling back in certain areas?
• What sort of internal challenges face the company? Are personnel, equipment and facilities
adequate to support management’s plans for the business? Are financing levels and sources
appropriate?
• What are the external factors that affect the company? How competitive is the industry? What
is its general health and direction (expanding, mature, shrinking)? What is the impact of
government regulations?
• What are the personal needs of the company’s principals? Do they need cash or do they want
to keep it in the business? Are their personal needs compatible and consistent with their plans
for the company?
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Analyzing Client Needs
21.108 Client needs will usually relate directly to its stage of development. Commonly recognized phases
of development and highest levels of need are:

Phase

Highest Level of Need

Start-up

Survival-growth decisions

Entrepreneurial Expansion

Leader development

Professional Management

Management team development

21.109 As companies grow there are other stages of development to consider. Auditors of small
businesses are generally concerned with companies in the start-up and, perhaps occasionally, those moving
into the entrepreneurial expansion phase.

21.110 Practitioners should identify the company’s phase of development. The characteristics that usually
describe companies in start-up and entrepreneurial expansion phase are described in the table below.

Characteristics of Companies by
Development Stage

Start-Up

21.108

Expansion

Management style

Owners run the company.
Employees and owners work
long hours for modest pay.

One person directs the
operations. Relationships
among employees and
management become less
personal.

Management emphasis

Owners emphasize producing
products, services, and selling.
They react more to customers’
needs than to employees’ needs.

All functional components, such
as purchasing, inventory,
budgeting, personnel,
accounting, etc., receive
attention.

Communication channels

Organization and
communication is informal.

Organization and lines of
communication is formalized.

Growth

Growth is normally moderate.

Faster growth rate. Multiple
locations being considered.
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21.111 Client needs are usually related to the problems they face. The typical problems faced by
companies in the start-up and entrepreneurial expansion phase are described below.

Start-Up. Problems typically encountered by companies in the start-up phase include:

• Often it is not clear who is in charge.

• Conflicts among co-owners are common.
• Old employees battle new employees.
• Newer employees are not motivated by dedication of owners.
• There never is enough working capital.

• Few internal controls and weak accounting systems are common.
• There is frequent temptation for owners to diversify to other businesses.
Entrepreneurial Expansion.
expansion phase include:

Problems typically encountered by companies in the entrepreneurial

• The direction is not well defined. The leader has difficulty organizing, planning, motivating
and delegating.
• Supervisors of functional areas want to make decisions but are not allowed to do so.

• Problems are solved slowly, sometimes not at all.

• Key employee turnover is prevalent.
• Cash shortages occur often.

• Time management problems frequently arise.
• Diversification temptations still persist.
Outlining an Informal Plan

21.112 Developing a plan to provide consulting services is not done by the practitioner in a vacuum. The
practitioner will not prepare a plan and then “sell” it to the client. Rather, a consulting services plan is
a collaborative effort between the practitioner and the client. After the company’s problems and needs
have been identified, the engagement partner’s role will be to meet with the client and guide their thought
process.
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21.113 To prepare for the meeting, the engagement partner should prepare an outline of an informal plan.
Such a plan will usually not be in paragraph or sentence format, but merely a list of client needs,
prioritized in order of importance. For both start-up phase and entrepreneurial expansion phase companies,
critical elements of the informal plan may include:
• Developing budgeting and forecasting capabilities.
• Reviewing financial performance, at least quarterly with engagement partner chairing meeting.

• Designing and implementing basic accounting systems.
• Developing good banking relationships.

• Performing product break-even analyses.
• Planning sales.
• Planning inventory and production.

• Developing management and leadership capabilities.
• Recruiting and developing personnel and compensation planning.

Proposing the Plan
21.114 When discussing possible business consulting services, the engagement partner should not try a
“hard sell” designed to convince the client of a need. A more effective approach is to act as a facilitator,
to help the client discover their own needs. This concept incorporates the most basic principle of
salesmanship-most people trust their judgment first and cannot be sold a product or service unless they
perceive a need.
21.115 To enable clients to perceive need, the practitioner should stimulate a significant, emotional event
to which the client can relate. Selling consulting services is most effective when the client participates
emotionally in the process. Practitioners may use flipcharts, overhead projector transparencies, charts and
graphs and other means to visually portray events that are meaningful to the client. Examples about
experiences of other companies will also help the client participate in the development of the consulting
services plan.

21.116 The following is a basic approach to facilitating a management meeting. (See Illustration No. 21-1
for a sample agenda for a planning meeting.)

21.113

1.

The engagement partner schedules the meeting for a least a half-day, at a location away from
the partner's and the client's office.

2.

The partner supplies the client with advance questions that relate, first, to the personal
objectives of the owner and, second, to the objectives of the business. The meeting discussion
will usually begin with the owner supplying answers to these questions.
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Once the partner understands the owner's personal and business objectives, the educational
process can begin. Drawn from the partner's preliminary outline of the client's business plan,
the partner will supply information (create experiences) for the client concerning, at a
minimum, these key elements for success as they relate to the client's needs:
a.
b.
c.
d.
e.
f.

Good customer service.
Effective marketing and selling.
Expanding product capabilities or base.
Educating consumers.
Training, developing, and retaining employees.
Planning financial strategies.

21.117 Once the client has sufficient knowledge of his or her areas of need, the engagement partner can
begin the problem definition and solution process. During the next phase, it is important for the partner
to continue to facilitate the client’s self-discovery of needs.

21.118 The management meeting should generate basic information for the partner and client to formalize
the business plan and implement change. A summary of items to consider in preparing a business plan
follows: (See Illustration No. 21-2 for a detailed sample outline of a business plan).
1.

Define the nature of the business, current and future.

2.

Identify the specific nature of the key elements for the client’s success.

3.

Establish financial goals:
a.
b.
c.
d.
e.
f.

4.

Define problems and planned approaches to solutions.

5.

Establish marketing goals:

a.
b.
c.
d.
e.

8/95

Growth rate.
Gross revenues.
Profit percentages.
Capital additions.
Planned analytical ratios.
Expected return on investment.

New product development.
Planned phase-out of old products.
New targeted geographic areas.
Objectives of advertising program.
Market size and planned share.
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6. Sales projections:
a.
b.
c.
d.
e.

By product.
By salesperson.
By geographic area.
By customer type.
For planned new customer acquisitions.

7. Competition:
a. Identification.
b. Competition’s advantages.
c. Client company’s advantages.
8. Organization charts, current and after planned changes.

9. Personnel requirements:
a. Needs by department, function, and skills.
b. Recruiting plans.
c. Training plans.
10. Cash flow forecasts.

11. Forecasted financial statements:
a. Balance sheets.
b. Earnings statements.
c. Statements of cash flows.
12. Detailed assumptions supporting the financial and operations plans.

13. Plans for special projects or major changes included in the plan.

14. Progress summary form.
Overcoming Barriers to Performing Business Planning
21.119 Few CPA firms are better qualified to serve the needs of small business than the small- to medium
size CPA firm. Yet few small- to medium-size CPA firms perform, or are consciously planning to
perform, such services. Practitioners offer a number of common excuses for not providing consulting
services, but these excuses are more perceived than real.

21.119
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--------------------------------------------------------------------------------------------------------------------------------------• Excuse: I’ve never actually run a business, so how can I advise a client?

Response: Running a CPA firm is one of the most difficult business-management tasks one
can experience. Working with a myriad of small clients on a personal basis provides the small
firm CPA with more business management experience than most career business managers.
• Excuse: I'm not a good salesperson, and business planning requires a hard sell.

Response: Hard selling is rarely effective for any product or service, let alone business
planning. To be effective, the service must meet genuine, not manufactured, needs of the
client. If the proposed services satisfy a real client need, they won’t need to be sold; the client
will make the purchase on their own.
• Excuse: There’s not enough time to perform our compliance services, let alone do something
new.

Response: The CPA firm marketplace is changing. Firms are making long-range growth
decisions by deciding to remain compliance-oriented or to expand to the new service areas.
Most believe the new service areas will be the source of our practice survival in the future.
Firms can make time to develop new expertise if they have the desire.

• Excuse: My clients don’t need business planning because they know what they ’re doing.
Response: Very few small-client engagements are producing the returns of which they are
capable. More than any other phase of development, the start-up or entrepreneurial-expansion
phase clients need CPAs' assistance.

• Excuse: My clients come to me for answers, not to have me ask them for answers.

Response: CPAs have been professionally groomed as experts from whom others seek advice.
Facilitating a management meeting requires a tolerance for ambiguity and the ability to shed
the role of the expert. Some practitioners, for whatever reasons, simply don’t want to shed
their experts role, or they feel unqualified as facilitators. For many it will require
strengthening their human relations skills. It is true, clients look to CPAs to help find answers.
It is also true they are more apt to act on those answers if they have played a key role in their
discovery.

21.200 OBTAINING FUNDS FOR A SMALL BUSINESS
21.201 Practitioners are often asked to help clients obtain funds to meet short-term needs or to finance
business expansion. This section discusses identifying sources of funds for small businesses and preparing
the documents and schedules requested by potential lenders or investors.

21.202 Establishing the scope of the engagement is an important first step because the scope of this type
of engagement can vary. It may include helping the client select potential sources of funds or preparing
required information, or both. It may include additional work, such as the audit, review, or compilation
of the historical financial statements. The practitioner might also accompany the client to interviews with
potential funding sources to answer questions about the financial data.
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21.203 The practitioner should confirm the terms of the engagement in writing. An engagement letter
normally includes the scope of the work to be performed, the work product to be delivered, and a clear
delineation between the client's responsibilities and the responsibilities of the practitioner. The client
should clearly understand that the practitioner does not guarantee that his or her assistance will result in
obtaining funds.

21.204 The engagement letter normally includes a discussion of fee arrangements. Rule 302 of the
AICPA Rules of Conduct prohibits a practitioner from accepting a contingent fee in most situations when
they are involved with helping a client obtain funds.

The Practitioner's Responsibilities and Compliance with Professional Standards

21.205 A practitioner who performs an audit, review, or compilation of a client's current financial data,
or is associated with prospective financial information, is required to comply with appropriate standards
and guidance for those services promulgated by the AICPA. Nothing in this section is intended to change
or is in conflict with such requirements. The matters discussed in this section refer to the other services
a practitioner provides when such financial data is to be used for the purpose of applying for funding from
lenders or investors.
21.206 A loan package typically includes other, nonfinancial information, for example a description of
the company's business and its management team. A practitioner who performs an audit of financial
statement that are included in a loan proposal should consider the guidance contained in SAS No. 8, Other
Information in Documents Containing Audited Financial Statements, (AU §550). Among other, the section
states:

• The auditor's responsibility with respect to other information does not extend beyond the
financial information identified in the audit report.

• The auditor has no obligation to perform any procedures to corroborate other information.
• However, the auditor should read the other information and consider whether it is materially
inconsistent with information appearing in the financial statements.
21.207 Practitioners who perform services other than an audit of historical financial statements, are not
required to comply with this audit standard. However, as a practical matter, most practitioners follow the
guidance of SAS No. 8, regardless of the level of service performed on the financial information.

21.208 The prudent practitioner also prepares an appropriate letter of transmittal to accompany the loan
package. The purpose of this letter is to clearly describe the nature of the practitioner's work (i.e., review
of historical financial statements, compilation of prospective financial statements, and assistance in
preparation of nonfinancial information) and the degree of responsibility he or she is taking. Practitioners
may also:
• Describe the purpose of the information not covered by his or her report.
• Limit distribution of the loan package.

21.203
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Gathering Information

21.209 The practitioner needs to determine the following:

a.
b.
c.
d.
e.
f.
g.

What amount of funds will be needed?
For how long will the funds be needed?
How soon will they be needed?
Can the client offer collateral?
What is the intended use of the proceeds?
Would funding through equity or debt methods be preferable?
What repayment program might be desirable and feasible if the debt method is chosen?

21.210 These questions and their answers will help the practitioner make initial judgments regarding likely
sources and the documents and schedules needed for the financing package. (See Illustration No. 21-3 for
guidance regarding uses and sources of funds for small businesses.)
21.211 When assisting a small business client in obtaining funds, the practitioner gathers information in
sufficient detail to—

• Identify potential client weaknesses that may require reconsideration of the practitioner’s initial
judgments concerning the probable funding approach.
• Identify strengths the client may emphasize in making presentations to potential sources of
funds.
• Corroborate preliminary survey data and confirm the understanding of the engagement.
21.212 The client’s reasons for seeking funds will often determine which type of lender or investor is most
appropriate. (See Exhibit No. 21-A for a discussion of external service of funds, the types of loans or
investments they make and their requirements.)

Preparation of the Funding Proposal Package

21.213 The practitioner may help the client prepare information for presentation to potential lenders or
investors. This may involve developing a funding plan proposal that identifies the preferred method of
financing (equity or debt, and what type) and a preferred source. For debt financing, the plan also
identifies the preferred repayment schedule and approximate maximum loan cost.

21.214 When a client has approved a proposed funding plan, the practitioner helps prepare the formal
package for submission to the selected funding source. In this phase of the engagement, the practitioner
uses all the information gathered and all decisions made to prepare a package that accurately and effectively
presents the client’s case. This section discusses some of the tasks the practitioner may perform while
assisting the client in the preparation of the funding proposal package.
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Identifying Information for Inclusion
21.215 The evaluation of credit risks can never be reduced to an exact formula, nor can the lender
predetermine precisely the maximum amount the applicant can repay. The funding proposal package
provides the potential lender or investor with information that is helpful in making a decision. The
following material is usually of primary interest to a prospective lender or investor.
• If available, data concerning budgets and cash projections of past periods can be helpful.
Comparisons of actual results with budgets, especially if variations were insignificant or
favorable, may strengthen confidence in current budgets and projections.
• A schedule of the provisions for repayment, unless they are clearly indicated in the cash flow
projections or other schedules.
• Past earnings history and other historical financial data with explanations of any losses and
unusual revenues in past years.
• Facts about the management and officers (ages, background, experience, attitudes, and so on).
21.216 Financial information may be more helpful to a lender or investor if it includes more than basic
financial statements. For example, a lender will often want the following information:

• The aging of receivables, with details regarding any concentration in a few customers, and the
details of notes receivable and the risks of collection.
• Inventories with details on classification, price stability, aging, and turnover.
• Investments, fixed assets, other assets, and detailed or supplementary schedules, giving market
or appraisal value when appropriate.

• Liabilities and reserves, with explanations.

21.217 In addition, bankers may request detailed information about the collateral to be offered and may
require personal financial information in connection with loan guarantee agreements.
21.218 In general, the client should provide the lender with as much useful information as possible.
Information about unfavorable items should be accompanied by details of management’s plans to resolve
the problem. Full disclosure will almost always help the client’s case. It could be disastrous if the bank
or potential investor discovers a negative factor on their own.

21.219 The practitioner can provide valuable guidance concerning data that should be included in the
funding proposal package.

21.215
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♦ ---------------------------------------------------------------------------------------------------------21.220 Typical Documents Included in a Loan Package

• Description of the business
• Company history
• The management team
• Business plan and use of proceeds
• Historical financial statements for 2 to 3 years to date of submission
• Financial statement supplemental schedules at current date

1.
2.
3.
4.
5.
6.

Aged receivables
Inventories
Fixed assets
Aged accounts payable
Notes and loans payable
Other material accounts

• Financial projections for 1 to 2 years, indicating how funds will be used and/or repaid.

• Personal financial statements of owners, etc.
Preparing the Package for Submission
21.221 Because many small businesses may not have the staff or the ability to put together a package for
submission, the practitioner will often do a substantial part of the work.

21.222 Whether an equity or debt method is selected, a key part of the funding proposal package will be
the current and historical financial statements and prospective financial information. The specific
information and degree of detail to be incorporated in the funding proposal package depends on the client’s
circumstances and on investors’ or lenders’ requirements. When in doubt, the practitioner inquires of the
potential source to limit unnecessary work and client expense.

21.223 Example of Useful Documents and Schedules for Workpaper Files. When performing an
engagement to help a client obtain funds, the following may be included in a workpaper file.

8/95

1.

Engagement letter which describes the scope of the services to be performed and clearly
delineates the responsibilities taken by the client and those accepted by the practitioner.

2.

Client’s representation letter

3.

Copies of prior financial statements

4.

Work program for funding package and supporting documents
21.223
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5. Memo that the practitioner has read the other information and considered whether it, or the
manner in which it is presented, is materially inconsistent with information presented in the
financial statements.
6. Memo about conferences with principals outlining the assumptions, objectives, and needs
7. Historical schedule of sales by product line for each month to develop cyclical data
(inventories, cash, loans, and so forth)
8.

Supporting schedule for assumptions regarding projected sales, indicating elements that create
changes, such as sales mix, unit price change per estimated inflation rate, new products,
expansion sales territory, and enhanced product reputation

9. Gross margin analysis by product line
10.

Expense projections, indicating amounts and basis for assumptions, such as increased staff,
increased facilities, and inflation

11.

Schedule of net cash receipts on sales, indicating timing, amount, and estimated attrition of
receivables, discounts, bad debts, and returns

12.

Schedule of calculation of inventory levels

13.

Loan, lease, and stock restrictions

14.

Schedule and documentation to support capital need

Concluding the Engagement

21.224 The submission of the funding proposal package concludes this phase of the engagement. The
practitioner may be requested to accompany the client to discuss the package with the potential lender or
investor. If the client receives the funds, the practitioner may still be involved in providing reports and
financial statements to the lender or investor.
21.225 If the client does not receive the funds, the practitioner may:

• Suggest revisions to a rejected funding proposal that might make it acceptable (revising the
amount requested, modifying the business plan and so forth).
• Help the client identify another source of funding.
• Review and comment on loan documents to determine whether conditions listed are achievable
and whether they are the ones to which the parties previously agreed.
21.226 Many long-term relationships between practitioners and clients have resulted because of the help
in obtaining funds for small businesses.

21.224
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Illustration No. 21-1
21.301

Sample Agenda for a Planning Meeting

Agenda and Introduction

1.

Purpose of planning retreat

a. Agenda

b. Program work plan
c. Administrative items

Planning Process

2.

Overview of long-range planning

a. Purposes of formal long-range planning

b. Benefits of planning
c. Limitations of planning

d. Categories of general information useful in planning
e. Analysis of risks and opportunities

f.

Structures of long-range planning

Review of Current Year’s Performance

3.

Results of planning retreat preparations

a. Summary of issues, ideas, and problems that surfaced during the management interview process.
b. Conclusions of operational evaluation
c. Phases of growth

21.301

4.

Present year’s successes

5.

Present year’s failures

8/95
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Illustration No. 21-1 (Continued)
Sample Agenda for a Planning Meeting

6.

Current strengths and weaknesses

7.

Current capabilities as affected by

a.

Personnel

b. Customers
c.

Products or services

d. Economy
e.

Facilities

f.

Equipment

g. Competition

8.

Forces affecting performance
a.

Production

b. Sales
c.

Profits

d. Responsiveness
e.

9.

Employee effort

Reasons for profit performance, return on investment, and return on assets.

Review of Company’s History and Statistics

10. Trends and statistics of previous four years
a.

Balance sheet

b. Statement of earnings
c.

Wages

d. Business ratios (e.g., financial, operational, efficiency, profitability)

8/95
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Illustration No. 21-1 (Continued)
Sample Agenda for a Planning Meeting

11. Customer rankings

Future Expectations

12. External changes having a major effect on the company, including changes in
a.

Economy

b. Employees
c.

Shareholders

d. Customers

13. Industry changes having a major effect on the company

a.

Competition

b. Products
c.

Markets

d. Technological development and changes
e.

Changing nature of operations

14. 5- and 10-year goals in
a.

Sales volume

b. Number of locations
c.

Management skills and responsibilities

d. Overall company structure and operations

Growth Strategy

15. Growth accomplishments for current year

21.301
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Illustration No. 21-1 (Continued)
Sample Agenda for a Planning Meeting

16. Current and future growth strategies
a.

Products

b. Customers
c.

Employees

d. Equipment
e.

Competition

f.

Location

Company Values and Mission

17. Product or service differentiation
a.

Market segmentation and targeting

b. Quality and competitive edge

18. Financial ratios (as related to company’s growth strategy)

19. Responsibility to interest groups
a.

Employees

b. Customers
c.

Suppliers

d. Owners

20. Management philosophy

21. Additional management concerns, uncertainties, or unresolved issues.

22. Relative priorities among competing goals

8/95
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Illustration No. 21-1 (Continued)

Sample Agenda for a Planning Meeting

23. Evaluation of present organization structure
a.

Strengths

b. Weaknesses

24. Individual responsibilities in future organization structure

25. Annual employee performance reviews

Customers, Marketing, and Sales

26. Customer service and retention
a.

Standards for acceptable customer service

b. Recent customer service performance
c.

Criteria for seeking customers

d. Criteria for retaining customers

27. Performance of present marketing and sales programs

a.

Necessary changes

b. Additional programs

28. Future marketing strategy

Personnel Growth and Motivation

29. Hiring, training and continuing education

21.301
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Illustration No. 21-1 (Continued)
Sample Agenda for a Planning Meeting

Long-Range Planning

30. Statement of goals

31. Plans

a.

Sales

b. Marketing

c.

Production

d. Human resources
e.

Organization

f.

Finance

g. Control

32. Budgets

8/95
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Illustration No. 21-2

21.302

Sample Outline of a Business Plan

I.

Cover Sheet (name of company, address, principals)

II

.

Table of Contents

II

I.

Executive Summary (2-3 pages)

IV

.

A.

Description, history (including past performance)

The Business

1. Form of business (if incorporated, show where)
2. Location of headquarters
3. Principals or owners

B.

Objectives of owners or managers
1. Projections and forecasts

2. Current and proposed capital structure

C.

Funding required
1. Equity
2. Debt

D.

Timing and use of funds
1. When capital needed

2. How funds will be used

21.302

V.

The Product or Service

A.

Description of brand names, prices

B.

Comparison with competitive products or service (e.g., competitive advantages, weaknesses)

8/95
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Illustration No. 21-2 (Continued)

Sample Outline of a Business Plan

C.

Research and development

D.

Patents, trademarks, copyrights, franchises, and licensing agreements

VI.

Marketing Plan

A.

Overall strategy and tactics including risks and pitfalls

B.

Size and history of market including trends (growth vs. flat)

C.

Profiles of customers and end-users; preferences and needs

D.

Strengths and weaknesses of competitors

E.

Product lines

F.

Advertising and promotions

G.

Pricing

H.

Distribution channels: distributors, dealers, sales representatives, associations, cooperatives.

I.

Regulatory requirements

8/95
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Illustration No. 21-2 (Continued)
Sample Outline of a Business Plan

VIL Production and Operations

A.

Description of operations (all facets from raw materials to finished product)

1. Workforce (management, rank, and file)

2. Principal suppliers

B.

Facilities and equipment
1. Existing
2. Required

C.

VIII.

Material, labor, and supplies used

Financial Information

A.

For existing companies, provide a summary of historical financial data

B.

Projected financial statements for three to five years

1. Cash flow statements

2. Income statements
3. Balance sheets

21.302

C.

Significant financial assumptions (interest rates, profit margins, etc.).

D.

Accounting policies (depreciation, inventory valuation, receivables, collections, etc.)

E.

Break-even analysis

8/95
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Illustration No. 21-2 (Continued)
Sample Outline of a Business Plan

IX.

Supporting Documents

A.

Management biographies or resumes

B.

Organizational chart

C.

Historical financial statements for past three to five years

D.

Employment contracts or agreements and loan covenants

E.

Articles of incorporation

F.

By-laws

8/95
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-----------------------------------------------------------------------------------------------------------------Illustration No. 21-3

21.303 Uses and Sources of Funds for Small Businesses
Use of Funds
Business Start-Up

Source

Type of Money

Equity

Nonprofessional investor

Financing Vehicle
Partnership formation

Stock issue
Venture capitalist

Stock issue

SBIC-MESBIC

Convertible debentures

Debt with warrants

Long-term debt

Bank

Term loan (limited)

Unsecured term loan

Equipment loan
Equipment leasing
Real estate loan

SBIC-MESBIC

Term loan (limited)

Unsecured term loan
Equipment loan

Equipment leasing
Commercial finance

company

Equipment loan
Equipment leasing
Real estate loan

Life insurance company

Policy loan

Real estate loan
Savings and loan

Real estate loan

association
Leasing company

Equipment leasing

Consumer finance

Personal property term loan

company

21.303
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Small Business

Term loan guarantee loan

Administration

Direct term loan (limited)

Economic Development

Administration

Local development
company

Farmers Home

Business Start-Up

Facilities/equipment

financing
Term loan guarantee

Administration
Working Capital

Long-term debt

Bank

Unsecured term loan
Equipment loan
Real estate loan

Commercial finance
company

Life insurance company

Equipment loan
Real estate loan

Policy loan
Real estate loan

Unsecured term loan
(limited)

Savings and loan

Real estate loan

association

Consumer finance

Personal property loan

company

Small Business

Term loan guarantee

Administration

Direct term loan

Economic

(limited)

Development
Administration SBIC-

MESBIC

8/95
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Farmers Home

Term loan guarantee

Administration

Seasonal Peak

Short-term debt

Supplier

Trade credit

and

Bank

Commercial loan
Accounts receivable

Line of credit

financing

Flooring
Indirect collection

financing

Unsecured line of credit
Commercial finance

Seasonal Peak

company

Accounts receivable
financing

Inventory financing
Factoring
Factor

Factoring

Life insurance

Policy loan

company
Consumer finance

company
Small Business

Administration

Equipment or

Long-term debt

Personal property

loan
Line of credit

guarantee (limited)

SBIC-MESBIC

Term loan

Bank

Equipment loan

Commercial finance

Equipment leasing

Facilities

Acquisition

company

21.303

Real estate loan
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Life insurance
company

Policy loan

Unsecured loan (limited)
Real estate loan

Savings and loan

Real estate loan

association
Consumer finance

Personal property term loan

company

Leasing company

Equipment leasing

Small Business

Term loan guarantee

Administration

Direct term loan (limited)

Economic

Development
Administration

Equipment or

Facilities

Local development

Facilities/equipment

company

financing

Farmers Home

Term loan guarantee

Administration

Acquisition
Sharp,

Equity

Sustained Growth

Nonprofessional

Partnership formation

investor

Stock issue

Venture capitalist

Stock issue

SBIC-MESBIC

Convertible debentures
Debt with warrants

Long-term debt

SBIC-MESBIC

Term loan

Bank

Unsecured term loan

Equipment loan
Equipment leasing
Real estate loan

8/95
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Commercial finance

Equipment leasing

company

Real estate loan

Life insurance

Unsecured term loan

company

Policy loan
Real estate loan

Savings and loan

Real estate loan

association
Consumer finance

Personal property loan

company

Leasing company

Equipment leasing

Small Business

Term loan guarantee

Administration

Direct term loan (limited)

Economic

Development
Administration
Local development
company

Farmers Home

Facilities/equipment

financing

Term loan guarantee

Administration
Sharp,

Line of credit

Supplier

Trade credit

Bank

Unsecured line of credit

Sustained Growth

Accounts receivable
financing

Inventory financing
Flooring
Indirect collection

financing

21.303
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Commercial finance
company

Accounts receivable

financing

Inventory financing

Factoring

8/95

Factor

Factoring

Small Business

Line of credit guarantee

Administration

(limited)

21.303
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Exhibit No. 21-A
21.304 EXTERNAL SOURCES OF FUNDS
21.305 The CPA who wishes to provide the small business with meaningful assistance in its request for
funds needs to have a working knowledge of the various institutions and organizations that exist to fill that
need. Included in this section are discussions of commercial banks, commercial finance companies,
equipment financing, and other sources of funds.

21.306 However, one should not infer that financing roles are as clearly segregated as this section may
suggest. Just as commercial banks compete with each other for business, they compete with finance
companies for some types of business. Similarly, considerable overlap can exist when joint financing is
arranged through two or more financial institutions, perhaps with the government also.
The Commercial Bank

21.307 The commercial bank is the business person’s most frequently used source of temporary funds.
For a small business to qualify for bank financing, the owners must have sufficient equity and strong
personal credit, since a bank’s chief consideration in its lending policy is the safety of the funds entrusted
to it by its depositors. The second consideration is the return that it will earn on the money it lends to
borrowers.

21.308 Types of Bank Loans. The concept of the full-service bank—one ready to perform a wide range
of banking and lending services- has greatly expanded the types of loans that are available. These include
factoring, accounts receivable, and inventory financing (discussed under “Commercial Finance
Companies”), and equipment loans (discussed under “Equipment Financing”). The more conventional
types of commercial bank loans are described briefly in the following paragraphs.
21.309 Lines of credit. When a bank extends a line of credit, it is prepared to lend up to a certain amount
of money as long as certain terms and conditions are met. The bank may cancel the line of credit at any
time, but banks rarely do so without cause. The borrower may draw funds as needed. As a result, interest
is charged only on the funds actually owed to the bank, although occasionally the borrower is required to
pay a commitment fee on the entire line of credit to ensure the bank will make the loan when requested.
21.310 Straight commercial loans. Installment loans may be made for any productive business purpose.
Payments are usually made monthly, and, as the obligation is reduced, it is possible to obtain refinancing
at more advantageous rates. These loans may be tailored to a business’s seasonal financing requirements.

21.311 Character loans. Character loans are short-term, unsecured loans made to individuals or
companies of high credit standing who need the funds for general purposes.

21.312 Collateral loans. Collateral loans are made to individuals or companies who give security in the
form of chattel mortgages, stocks and bonds, real estate mortgages, or life insurance.

21.304
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21.313 Bank credit cards. Although not thought of as such, the bank credit card is a form of credit. The
bank assumes the financing of the retailer’s accounts receivable. For the retailer, a major advantage of the
card is the ease with which purchases can be made. A second important advantage is the elimination of
concern about enforcing credit policies for such purchases and the consequent reduction in the dollar
investment in accounts receivable. Of course, these benefits must be weighed against the costs involved
(the discount charged to the retailer by the bank).

21.314 Term loans. A term loan is a business loan with a maturity of not less than one year and, usually,
no more than ten years. Term loans are used in situations in which short-term loans and financing do not
adequately meet the borrower’s needs. Term loans may be used to purchase new equipment, to purchase
an existing business, to establish a new business, to provide additional working capital, to retire a bond
issue or outstanding preferred stock, or for other reasons.
21.315 Bank Lending Policies. Bank loan officers study the borrower and its financial statements before
granting loans. Bankers often require audited or reviewed statements from their borrowers as assurance
of the reasonableness of the information contained in the statements. In studying the financial statements,
bankers look at the key profitability and credit ratios, inventory turnover, and receivable liquidity. In
addition, they are concerned with the amount of the owner’s capital committed to the business and the rate
of withdrawal of capital in the form of dividends and salary.

21.316 The banker also studies the Cs of credit-character, capital, capacity, collateral, circumstances,
and coverage. As for character, the banker wants to be certain that the borrower will do everything
possible to conserve business assets and provide assurance that the indebtedness will be repaid. The
borrower must also have sufficient amount of capital invested in the business and should not expect others
to carry the financial burden for an extended period.
21.317 Concerning capacity, the borrower should have some managerial skill to use the funds wisely and
profitably. In addition, the borrower should have either a credit standing high enough to be able to borrow
on an unsecured basis or tangible assets that can be pledged to reinforce a weaker credit position. The
banker considers factors such as the seasonal character of the business, long-run business changes, the level
of community business activity, the competitive position of the firm, and the nature of the product. Finally
the small business should be covered against losses from causes such as the death of an owner, partner,
or principal stockholder; stoppage of operations due to fire, flood, or explosion; theft and embezzlement;
and liability suits.
21.318 The banker looks for trouble signs in studying the borrower and the financial statements. Here
are several warnings signs that might indicate problems:

• There are heavy inventories relative to sales.
• High dividends are paid, or salary withdrawals are excessive.

• There are substantial loans to officers.

• A high percentage of receivables is past due.
• Debt is high relative to capital plus retained earnings.
8/95
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• Investments in property, plant, and equipment are too high.
• The company has an overextended credit position.
• The company’s structure is unstable.
21.319 Bank Lending Conditions. Banks usually want the principals of the private or small company
to endorse the note personally, and the borrower may be required to maintain a compensating balance with
the bank. If the company’s position is so weak it cannot provide assurance the loan will be repaid, the
bank may require the company to ask someone to guarantee the loan. The rate of interest may vary with
the size and term of the loan and the risk involved.

21.320 Since term loans are of longer duration, bank lending policies concerning them are more formal.
Generally, a loan agreement is negotiated between lender and borrower, stipulating the terms under which
the loan is made. Along with the usual requirements of a loan agreement, it may impose specific
limitations on the borrower. It may require that the borrower do one or more of the following:
• Maintain working capital at a specified minimum amount.
• Furnish audited (or reviewed) financial statements at periodic intervals.
• Provide assurance that there is no default of loan provisions.

• During the term of the loan, refrain from certain acts, such as

- Paying dividends or redeeming capital stock.
- Entering into a merger or consolidation or selling substantially all of the company’s assets.
- Creating or assuming any obligation for money borrowed by the company, except as
provided by agreement.

- Guaranteeing, endorsing, or becoming surety for or on the obligation of others.
- Making capital expenditures in excess of a specified amount.

- Selling receivables with or without recourse.
- Making loans or advances to others in excess of a specified amount at any one time.
- Purchasing securities other than those of the U.S. government.

21.321 Term-money lenders usually ask borrowers to pledge collateral security, such as equipment or
other property, in order to back up the loan. However, it is the ability of the borrower to repay the loan
that is of prime importance. The lender looks at some key ratios, such as the current ratio and the networth-to-debt ratio, and is keenly interested in cash forecasts to measure the ability of the company to free
cash.

21.319
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♦ --------------------------------------------------------------------------------------------------

----------------------

21.322 The term-loan agreement is based on the ability of the borrower to repay the loan out of earnings,
generally in installments, by maturity of the loan. The borrower’s compliance with the terms of the loan
provides assurance that no payments other than regular installments will be required before the due date
of the loan. The borrower has no registration expense-just the costs of securing the loan.
21.323 A loan agreement can be revised or modified more readily than a bond indenture or a preferred
stock arrangement.
21.324 In a term loan, the lender and borrower have a relationship over a relatively long period, and the
lender can advise small companies on financial matters.
21.325 Limitations on Commercial Bank Financing. With the rapid expansion of commercial banks
into fields other than short-term, unsecured loans, one might wonder why the bank should not be the source
of all required funds. Although banks are expanding into many fields, funds loaned out by banks are
provided by depositors, and, consequently, are subject to very careful management and regulation.
Therefore, a bank reviewing a loan application must consider the degree of risk involved an the ability
of the borrower to repay. These considerations generally exclude loans to newly started businesses, high
risk or venture businesses, and poorly managed businesses (as evidenced by their performance records).
21.326 Interest Rates. The prime interest rate, which is the rate charged by large banks to their most
creditworthy corporate borrowers, is the base from which interest rates vary. A small business will pay
more—perhaps one to two points more. Rates, of course, fluctuate, depending on many circumstances (the
supply of money, the state of the economy, government policy, and so on); as these rates vary, the interest
rates paid by the borrower also fluctuate.
The Commercial Finance Company

21.327 Commercial finance companies (sometimes referred to as asset-based or secured lenders) usually
are asked to provide financial assistance when commercial banks are reluctant to extend credit.

21.328 Accounts Receivable Financing. Accounts receivable financing is an important service offered
by commercial finance companies. Under this method of financing, the borrower assigns its accounts
receivable to the lender to serve as security for the cash advances. When the borrower collects the
accounts receivable, the proceeds are given to the lender, who reduces the borrower’s indebtedness; any
excess is returned to the borrower.
21.329 The borrower is responsible for the collection of its accounts receivable. The accounts may be
financed either on a notification basis or on a nonnotification basis. When the notification basis is used,
the customer is informed of the assignment and is asked to remit directly to the finance company. Under
the nonnotification method, payment is made directly to the borrower by the customer. When forwarding
remittances to the lender, the borrower will usually prepare an accompanying remittance list. The
nonnotification method is more prevalent because it minimizes the risk of jeopardizing the relationship
between the borrower and its customers.

21.330 A businessperson may enter into an agreement with a commercial finance company or another
financial institution to accomplish several objectives. Needed working capital can be borrowed without
diluting ownership or control of the business. The capital can be borrowed without entering into a long8/95
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-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------term financing arrangement, which may be unnecessary. The borrower is immediately able to obtain
working capital by releasing funds partially frozen in accounts receivable, and working capital turnover
is accelerated by the immediate conversion of accounts receivable to cash. The borrower is able to secure
a continuous source of operating cash on a flexible basis because advances are made only when cash is
needed. Having the capital to pay its bills more quickly, the borrower may improve its credit standing,
save cash by taking advantage of cash discounts, or take advantage of opportunities for profit.

21.331 Before an agreement is negotiated, the lender thoroughly investigates the borrower to determine
whether to assume the risk of financing the accounts receivable. The investigation includes examination
of the accounts receivable to assess their acceptability for financing.

21.332 A contract is then drawn up between the borrower and the lender, since the two parties anticipate
a continuing relationship rather than a single borrowing. The terms of the contract detail certain rules and
procedures. The lender is to advance a certain percentage of the accounts that are assigned; the most
common amount advanced is 80 percent of the assigned accounts that are not past due, as defined in the
agreement. The borrower is to prepare a schedule of all assigned accounts.
21.333 Any accounts overpaid to the lender will be (a) applied on account and adjusted in the next
advance, (b) transmitted immediately to the borrower by check, (c) accumulated and sent to the borrower
periodically, or (d) applied to reduce the account.

21.334 Interest may be charged until the average clearance date of the remittances that are turned over
to the lender—for example, a four-day clearance period may be established. Rates charged by commercial
finance companies on assigned accounts receivable vary widely (as do rates charged by those commercial
banks that engage in accounts receivable financing). The finance company’s charge is generally computed
as a specific rate per day on the amount of funds advanced, plus in some cases a service fee to compensate
for the cost of maintaining the account. Graduated rates may be applied as the account grows larger.
21.335 Factoring. In a factoring arrangement, the client actually sells its accounts receivable to the
factor. If any of the receivables are uncollectible, the factor suffers the loss and has no recourse to the
client. Since this is an outright sale of receivables, the client does not incur any debt. This differs
markedly from accounts receivable financing, in which the client merely assigns the receivables to a
commercial finance company as collateral for a loan; the client remains responsible for any uncollectible
accounts, so that the assignment is termed with full recourse.
21.336 Since the account debtor pays the factor directly, most factors require that the invoice bear a
notification legend, such as, “This account has been assigned to and is payable only to the ABC Factors.”

21.337 Nonnotification factoring, however, is available to businesses that sell directly to customers in the
retail trade. In this type of factoring, the factor purchases the receivables outright without recourse but
does not assume the collection function without specific request. The client makes the collections, and the
customer is not notified of the factoring arrangements. The fee for nonnotification factoring may be less
than that charged for notification factoring.
21.338 Factoring costs consist of two elements: an interest charge based on funds advanced prior to the
maturity date of the invoices and a commission designed to cover the credit and collection services and
protection against losses.
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21.339 Inventory Loans. When a business has exhausted its ability to borrow on receivables, commercial
finance companies may advance funds on inventory under appropriate conditions at a lower percentage of
value than on receivables. Three methods exist for financing inventory. The first method, the floating
lien, was made possible under the Uniform Commercial Code (UCC). It helped solve the problem of
creating a security interest for the lender on a shifting stock of inventory in a debtor’s possession. In
addition, the UCC made possible the creation of a security interest on property that does not exist at the
time but that may come into existence or be acquired subsequently by the person creating the lien. Under
this method, an inventory security agreement is negotiated by the commercial finance company (or
commercial bank) and the borrower, spelling out in detail the obligation of both parties.
21.340 Warehouse receipts are commonly used to finance inventory. The borrower delivers goods to
a warehouse, which in turn issues a warehouse receipt to the lender. The goods may be placed in either
a public warehouse or a field warehouse. A public warehouse is in the business of storing goods for the
general public; a field warehouse is one set up at the borrower’s place of business. A field warehouse is
leased and maintained by a public warehouse, and no one has access to the property placed in it except the
authorized employees of the public warehouse.
21.341 Finally, trust receipts are evidence that certain goods or property to which the lender has acquired
title have been released to the borrower in the trust. Title is retained by the lender until sold and accounted
for by the borrower. Trust receipts are used in floor planning, which is a form of financing employed
frequently by automobile and appliance dealers. The lender advances a percentage of the invoice price of
the shipment. As the goods are sold, the borrower must immediately reduce the portion of the loan
applicable to the goods sold.

21.342 Summary. At one time accounts receivable financing, factoring of receivables, and inventory
financing had a stigma attached to them; it was felt that the business resorting to financing of this kind was
in trouble and perhaps on the verge of bankruptcy. While some businesses may feel a perfectly legitimate
reluctance to engage in receivables financing or factoring, this type of financing is ideal for many
concerns. So important is the potential for growth in this industry that larger commercial banks, in certain
parts of the country, are rapidly moving into it, through the acquisition or creation of commercial finance
divisions.
Equipment Financing
21.343 Equipment financing can be accomplished through sources other than commercial finance
companies and can take several forms. It can involve financing of equipment currently owned by the
company, financing of the purchase of new equipment, sale-leaseback financing, or lease financing. Each
form of equipment financing may be appropriate at different times and under different conditions.

21.344 Financing of Currently Owned Equipment. If a company has equipment that is fully paid for
and in good condition, it can often obtain funds by pledging the equipment as collateral for a loan. This
is usually accomplished under article 9 of the UCC through the use of a written security agreement on the
equipment.
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21.345 Financing of the Purchase of New Equipment. Manufacturers of new equipment recognize that
it is frequently necessary to provide financing arrangements as part of a sales package. Some
manufacturers discount the purchasers’ notes at their banks. Other manufacturers act as agents for lending
institutions offering installment plans as part of the terms of sale. Under installment financing, title is
usually retained by the manufacturer until all payments are made. If the purchaser arranges direct
installment financing with a financing institution, a lien on equipment is usually taken by the institution.
21.346 Sale-Leaseback. The sale-leaseback method of financing has become increasingly popular.
Under this arrangement, a company concurrently sells its property to an insurance company or other
investor and leases it back to be assured of continued use or occupancy. The lessee obtains needed
working capital, and the lessor obtains a lease commitment that assures recovery of the purchase price plus
interest for use of the money over the life of the lease.

21.347 Lease Financing. The leasing of equipment has become an increasingly important method of
financing. Without making a substantial cash payment or incurring a large obligation, a company can
acquire the use of equipment by merely committing itself to make a specified number of payments. As a
result, the number of leasing companies has grown rapidly in recent years, and banks and insurance
companies have entered this field.

21.348 Any type of equipment can be leased. The lease is usually written on the total customer selling
price (including transportation charges and taxes) and is drawn for a period of time. The total amount to
be paid is computed by adding finance charges to the total customer selling price.

Other Sources of Funds

21.349 Life Insurance Companies. Life insurance companies are a leading institutional source of long
term debt financing. Corporate bonds and business mortgages represent by far the majority of their
investments. However, their fiduciary responsibilities to policyholders and a vast network of state
regulations governing their investment policy tend to limit business loans to borrowers of large amounts,
generally large corporations, with high credit ratings.
21.350 Life insurance companies’ financing of small businesses is almost exclusively long-term and is
done through real estate mortgages. Life insurance companies rarely invest in the bonds of small
corporations.
21.351 Loans on life insurance policies and mortgages of residential property to raise business capital are
also, of course, a source of funds provided by life insurance companies.

21.352 Other Institutional Sources. Life insurance companies are by no means the only institutional
source from which a qualified small business can borrow long-term funds, although the loan policies and
practices of life insurance companies establish the character of institutional lending in general. Other
institutional sources include fire and other insurance companies, savings banks, pension funds, universities
and educational foundations, investment trusts and banks, and charitable organizations.
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21.353 The Small Business Administration. The Small Business Administration (SBA) is a permanent,
independent government agency created by Congress in 1953 to encourage, assist, and protect the interests
of small businesses. Congress has directed the SBA to take the lead in identifying and analyzing small
business problems, to be the advocate of small business, to foster and coordinate the research and
organization of significant data, and to initiate ideas and innovations that will widen opportunities for small
businesses to get started and compete on an equitable basis. Among the SBA assistance programs are
business loans, direct and immediate participation loans, loan guarantees, economic opportunity loans, and
disaster loans.

21.354 Venture Capital Organizations. A number of capital sources are directed specifically at new
business ventures. Among such sources are private venture capital firms, small business investment
companies (SBICs), minority enterprise small business investment companies (MESBICs), and community
development corporations (CDCs).
21.355 Public Ownership. Various methods exist for exchanging equity in a small business for needed
funds. Some of these are employee stock ownership loans (ESOPs), private placements, intrastate security
offerings, and offerings covered by the Federal Securities Act.

21.400 HELPING CLIENTS CHOOSE GENERAL LEDGER SOFTWARE

21.401 Advising small business clients about choosing new general ledger software can be a profitable
engagement for the practitioner and a wise decision for the client. The selection of software begins with
an analysis of the accounting needs to be met by the new software and should include an evaluation of the
ability of potential software products to meet those needs.
21.402 Among the major factors to consider in advising an entity on the selection of general ledger
software are the following:

• Required capabilities
• Ease of transition
• Ease of training
• Manuals and on-screen help
• Technical support
• Access to user groups

• Security and backup features
• Auditability
• Cost
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Required Capabilities
21.403 Ensuring that the prospective software will meet the client’s needs will naturally be the number
one priority. The goal should be to avoid letting the “tail wag the dog,” that is, to avoid letting the
software limit the usefulness or efficiency of the company’s accounting system. Consider the client’s needs
in the following areas:
• Internal financial information. What financial information does management use (or should
use) to run their business? Do they track sales by region or product line? Do they use an
aging analysis to manage accounts receivable or payables? What information do they need to
properly manage their inventory? The software package you choose should not only be able
to reliably provide the necessary information, it should also be flexible enough to present it in
a way that management can understand it.
• Financial information for external reporting. What information, and at what level of detail,
is required to prepare GAAP financial statements? How are those financial statements
prepared (for example, using the AICPA's ATB software)? What types of supplementary
schedules or other specialized reporting requirements must the company comply with? The
general ledger software should facilitate the preparation of all reports distributed to third-party
users.

• Budgeting. Some companies may need the ability to compare actual results to a single budget.
They may also need to simultaneously monitor a cash flow or production budget. Other
entities use the budgeting capabilities of their software to continually update projected year-end
reports. How does the proposed software package meet the company’s current or proposed
budgeting needs?
• Consolidation and combining. Many small businesses have related entities that may currently
or in the future have to be consolidated. General ledger software should be able to account
for and report on the companies on either a separate company or consolidated basis.
Ease of Transition

21.404 Ease of transition includes several factors, such as:

• Importing. The new software should have the ability to import from the previous accounting
system information such as:
- Chart of accounts (including the set-up information for cost centers, funds, locations,
departments, etc.)
- Beginning balances
- Report formats
- Employee lists and data

- Vendor lists and data
21.403
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- Customer lists and data
- Prior year(s) detail, budgets, etc.

- Current year detail, budgets, etc.
• Availability. The new software should be available when needed. Usually this is three to four
months prior to year-end, to allow for installation, training and three months of parallel
operation of both the old and new systems to resolve any transition problems.
• Similarity to old system. Any major differences in the level of sophistication between the old
and new systems could slow transition. Examples of significantly different features that may
prove cumbersome include:

- Manual system changing to a computerized system.

- New system may perform some functions that had previously been performed by outside
services, such as payroll processing.
- The look, feel and logic of the new system. If similar to the old system, it will enhance not
only training, but also staff and management comfort with the new system, which will
facilitate transition.

Ease of Training
21.405 Training on a new system can be costly in time, money, and staff morale. The degree of similarity
to the old system will significantly affect the training required to get the new system up and running. Other
factors to consider include:

• User friendliness. Even if the new system is complex with a lot of flexibility, menus and entry
screens are often designed to match an operator’s intuitive approach. User friendliness can be
enhanced with:

- Manuals and on-screen help, discussed below
- On-screen warnings or reminders of potential problems as or before they become
uncorrectable.
- “Hot keys” or other short cuts to reduce repetitive keystrokes.
• Training classes. How often are they given? Are they offered on or off-site?
Manuals and On-Screen Help

21.406 Manuals and on-screen help should be written in easy to understand language, with insight as to
why an operator may need help, what they may have been trying to do that caused them to need help, and
what steps they may or may not have tried before they reached the point of needing help.
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21.407 The manuals and on-screen help are as important as the capabilities of the software itself. No
matter what capabilities the software has, an operator must be able to use the software relatively unaided
most of the time. Even excellent software is useless if operators cannot efficiently use it.

Technical Support

21.408 As with any software, support should be available at the hours when operators need help. It
should be fairly easy to get through to the support staff, and responses should be relatively fast.

21.409 Many companies hope to minimize software costs by not paying for support. Often this is false
economy, because the cost of support is minimal compared to the cost of confusion or inefficiency.
Access to User Groups

21.410 Try to find user groups or other ways for the company to connect with other users. If more than
one client uses the same software, it might be possible to have those clients contact each other to discuss
the product. Frequently, operators are more comfortable talking to other real users, rather than trainers
or support personnel who speak computer jargon. Companies can share examples of how they solved
problems or invented new ways to save time and money with the software. The availability of these
contacts often provides a comfort level with the software that can not be obtained any other way.
Security and Backup Features

21.411 Pay particular attention to security measures and “bells and whistles” when recommending general
ledger software to a client. Evaluate the degree of security necessary in the particular organization. For
instance:

• If all staff members have a high degree of computer literacy, then multiple levels of passwords
and lockouts may be appropriate. For example, non-financial staff should not have access to
payroll information, or unauthorized staff should not have access to management meetings.

• If some of the client’s personnel have a relatively low level of computer literacy, then it may
be important to have on-screen warnings to require keystroke confirmation for potentially
dangerous operations, such as deleting or changing information.
21.412 Back-up procedures, consistently followed, are essential in any computer system. However, for
entities with less computer-literate personnel, automatic back-up capabilities become even more important.
For example, it may be beneficial:

• To have entries saved automatically every few keystrokes;

• To have “undelete” capabilities; and
• To have a permanent record of deleted/changed transactions.
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21.413 For back-up procedures that are not automatic, it is essential to ensure thorough training in,
dependable compliance with, and competent monitoring of those back-up procedures.

Auditability
21.414 It is in the auditor’s best interest to ensure that prospective general ledger software is totally
auditable. Additionally, auditability is important for:
• Internal control procedures the client will want to establish, and

• Interim in-house searches for details and problem solving.
21.415 When selecting general ledger software, look for features such as:
• The ability to print lists of deleted transactions.

• The availability of transaction registers that can be printed out long after a monthly closing is
completed.
• The ability to print year-to-date detailed lists and journals, so it is not necessary to review
twelve separate monthly lists at year-end.
• Easy verification that one period’s beginning balances equal the previous period’s ending
balances.

• The ability to display any reports on the screen as well as in print.
Cost

21.416 The cost of prospective software may very well be the least important factor to consider. Many
companies feel pressure to minimize such costs, but part of the business consultant’s responsibility is to
consider the possibility that buying inexpensive software may be a false economy.
21.417 The cost of “expensive” software is often directly related to the inclusion of the capabilities the
client needs:

• Reporting flexibility

• Security provisions
• On-screen warnings of dangerous situations
• “Hot keys” and other provisions to reduce keystrokes and increase efficiency
• On-line, situation-sensitive help screens

• Easy access to support
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• A manual that is easy to use and helpful

• Training

• Auditability
21.418 The cost of “expensive” software can be inexpensive compared to avoidable personnel costs
resulting from:

• Manually preparing special format reports that inexpensive software cannot produce.
• Reconstructing records because inexpensive software will not reprint prior months reports.
• Incurring avoidable audit costs because year-to-date detail general ledgers or journals cannot
be produced.
• Manually preparing interim financial reports for periods that do not coincide with the entity's
fiscal year-end.

• Re-entering transactions because inexpensive software does not warn about errors being made.

21.418
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Small Business Audit Manual
Documentation

DOCUMENTATION

The evidence design process, engagement planning, performance and completion, and supervision and
review functions, are evidenced on documentation included in this manual. Arranged in the order it will
normally be utilized on an engagement, the documentation is as follows:
CA
EL
AZS
SWT
ICR
PMC/SA

AP
TOB
PJE
CN
REP
EP
AR
MC/DP
MM
TM
WP

Client Acceptance and Continuance Form
Engagement Letter
Altman Z Score Calculation Form
Small Business System's Walk-Through Documentation Form
Internal Control Structure Reportable Conditions Form
Audit Planning Memorandum, Materiality Computation Form, and sampling docu
*
mentation
Small Business Analytical Procedures Program
Small Business Tests of Balances Program
Summary of Possible Journal Entries Form
Consultation Form
Representation Letter
Engagement Performance Review Checklist
Small Business Audit Reporting Checklist
Microcomputer Questionnaire, Service Organization Application Controls Questionnaire,
and Service Auditor Report Valuation Form
**
Management Meeting Checklist and Summary of Matters for Communication
Budgeting and time control documents
Working Papers and Correspondence

Each section of the Manual discusses the purposes and uses of the documentation.

*

As discussed in Chapter 7, section 7.403, the sampling guidance in this Manual has been revised to
make it easier to comply with the requirements of SAS No. 39, Audit Sampling. Accordingly, the
following forms appearing in the prior edition of this Manual have been deleted: (1) Sampling
Decisions Working Paper, and (2) Sample Size Selection and Evaluation Form.

** As discussed in Chapter 15, section 15.002, the guidance and documentation for computer processing
and service organization controls have been revised to enhance efficiency and to better reflect today's
computer environment. Accordingly, the following forms appearing in the prior edition of this Manual
have been deleted and replaced with new forms: (1) Small Business Microcomputer Installation Survey
Form, (2) Initial Survey of EDP Controls — General Controls, (3) Initial Survey of EDP Controls —
In-House System, and (4) Initial Survey of EDP Controls — Service Center-Produced Records Parts
I and II.

Client Acceptance and Continuance Form—Part I
Client:___________________________________________________________________________

Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

Part I: Part I of this Form should be completed for all prospective clients for which audit, review, or
compilation services are to be performed. The Form should be completed by the in-charge and approved
by the engagement partner as a basis for initially accepting the client. Part I should be updated and
reviewed annually as a basis for deciding to retain the client.
Part II: Part II of this Form should be completed by the engagement partner and concurring partner to
document the firm's decision to either accept or reject the client.

CLIENT S LEGAL NAME:
ADDRESS:

PHONE:

FEDERAL I.D. NO.: STATE I.D. NO.:

1. Describe the nature of the client's business (and locations, if other than above address):

2. Circle the type of entity corporation, S corporation, proprietorship, LLC, partnership.

8/95
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Client Acceptance and Continuance Form — Part I
(Continued)

3. List key owners, officers, and directors of the client:

Percent
Owned

Name

Family

Position

4. Identify any related businesses or individuals:
Nature of Relationship

Name

5. Identify the client's predecessor accountants:
Name:

Address:

Phone:
Contact Person:

6. Indicate the results of our inquiries of the predecessor accountant regarding the following:
a. Reasons for change of accountant: ---------------------------------------------------------------------------

b. Integrity of management and owners: ------------------------------------------------------------------------

CA-2
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Client Acceptance and Continuance Form — Part I
(Continued)
c. Disagreements on accounting principles and auditing, review, or compilation procedures:

d. Fee disputes: ____________________________________________________________________

7. Describe the client's relationships with financial institutions:

Institution

Type of A/C's
or Loans

Account Executive & Phone

Results of inquiries: ___________________________________________________________ ______

8. Describe the services to be provided: ___________________________________________

Service

8/95

Monthly

How Often?
Quarterly

CA-3

Annually

Report
Deadlines

Client Acceptance and Continuance Form — Part I
(Continued)

9. Will the financial statements and reports be used for high-risk purposes, for example, reports to
regulatory agencies, to obtain or renew significant amounts of credit, to obtain performance bonding,
or for sale of the business? Yes No If so, describe:

10. Read the latest financial statements and tax returns and indicate findings:

11. Does the client have potential going-concern problems? Yes No

If so, describe them:

12. Identify the client's legal counsel:
Name:

Address:

Phone:

Contact Person:

Results of inquiries: -----------------------------------------------------------------------------------------------

CA-4
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Client Acceptance and Continuance Form — Part I
(Continued)

13. State name(s) of other third parties contacted concerning management's and owners' reputation,
attitude, ability, and integrity:

14. Describe any significant engagement performance, accounting, or tax problems with which we should
be concerned:

15. Describe any pending litigation against the client or its principals:

16. Describe the fee/billing arrangements:
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Client Acceptance and Continuance Form — Part I
(Continued)
17. Describe any potential independence problems with respect to the client:

18. Describe any major changes in the above information since our last evaluation of this client. Also
describe any other matters that have come to our attention that would have caused us to reject the
client had we been aware of them at the time of our initial acceptance of this client:

19

19

19 19

19

Prepared or updated by:
In-charge

Reviewed by:
Engagement Partner

CA-6
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Client Acceptance and Continuance Form—Part II
Client:-----------------------------------------------------------------------------------------------------------------

Financial Statement Date: __________________________________________________________

Yes

No

1. Is there any reason to doubt the integrity of management (owners)?

□

□

2. Are we aware of any significant disagreements between management
or owners and the predecessor accountant?

□

□

3. Does there appear to be any potential fee collection problems?

□

□

4. Are the client's needs beyond our capabilities or staffing abilities?

□

□

5. Are we aware of any independence problems that may affect our ability
to meet the client's needs?

□

□

6. Are there high-risk factors related to the engagement that may affect
our decision to accept the client?

□

□

7. Is there a potential problem with management or owners not fully under
standing the limitations of the services to be provided (for example, management's
expectation that we will be responsible for the detection of fraud)?

□

□

For any "Yes" answers, explain how we plan to mitigate the problem (for example, by assigning more
experienced personnel to the engagement, using outside consultants, obtaining a retainer from the client,
etc.):

Acceptance Decision:
Yes No

Engagement Partner:

Date:__________

Concurring Partner:

Date:__________
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SAMPLE ENGAGEMENT LETTER—AUDIT OF FINANCIAL STATEMENTS
[CPA Firm Letterhead]

[Date]

[Client's Name and Address]

Dear:
We are pleased to serve as independent auditors for[client name].

[engagement partner name] will be the partner in charge of all work we perform for you.
Auditing and reporting on your annual financial statements will be our basic assignment. We would also
like to help you with current problems as they arise throughout the year.
We will audit the Company's financial statements for the year ending[financial statement
date] for the purpose of expressing an opinion on them. The proper recording of transactions, safeguarding
of assets, and the financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on the financial statements.

We will conduct our audit in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence that
supports the amounts and disclosures included in the financial statements. It also includes assessing the
accounting principles used and estimates made by management, as well as evaluating the overall financial
statement presentation. If, for any reason, we are unable to express an unqualified opinion on the financial
statements, we will discuss the alternatives with you in order to arrive at an acceptable solution.

Although the audit is designed to provide reasonable assurance of detecting errors and irregularities that
are material to the financial statements, it is not designed and cannot be relied upon to disclose all fraud,
defalcations or other irregularities. However, we will inform you of any material errors, and all
irregularities or illegal acts, unless they are clearly inconsequential, that come to our attention.

Assistance to be supplied by your personnel, including the preparation of schedules and analyses of
accounts, is described on a separate attachment. Timely completion of this work will facilitate the
completion of our audit.
As part of our engagement for the year ending[financial statement date], we will also prepare
the federal and state income tax returns for [client name].

Our fees will be billed as work progresses and are based on the amount of time required at various levels
of responsibility, plus actual out-of-pocket expenses. Invoices are payable upon presentation. We will
notify you immediately of any circumstances we encounter that could significantly affect our initial estimate
of total fees of $.
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If this letter correctly expresses your understanding, please sign the enclosed copy where indicated and
return it to us.

We appreciate the opportunity to serve you and trust that our association will be a long and pleasant one.
Sincerely,

[Partner's Signature]
[Firm Name]

Accepted and agreed to:

[Client Representative's Signature]

[Title]

[Date]

EL-2
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Altman Zeta (Z) Score Calculation Form
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

The Z Score may be used as one indicator of an entity's financial "health" and ability to continue as a going
concern. It is used when the auditor becomes aware of conditions and events that raise questions about the
entity's ability to continue as a going concern. If Total Z Score determined under this calculation exceeds
2.6, the entity can probably be considered sound and secure. If less than 1.1, long-range survival prospects
can probably be considered dim.
The calculation presented here is a general one. Somewhat different calculations, constants, and values
apply to manufacturing and service entities. In those cases, additional research should be performed.
Adjust the calculations as necessary for the client's situation.
The trend of the Z Score should also be part of the analysis. If a negative trend exists, even though Z
Score is in the healthy range, a problem may be developing. On the other hand, if Z Score indicates that
survival prospects are not favorable, but the trend is positive, a brighter future may be in store.
This Form should be prepared by the in-charge and reviewed and approved by the engagement partner.
The conclusions should be documented in the Client Acceptance and Continuance Form and in the Audit
Planning Memorandum.

Results x Constant =

Value

Current
Year
19
1.

Working Capital

x

6.56

x

3.26

---------

X

6.72

---------

X

1.05

Total Assets
2

Retained Earnings
Total Assets

3.

Earnings Before Interest and Taxes
Total Assets

4. Equity_______
Total Liabilities

Total Z Score
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19

Prior Years
19

ALTMAN ZETA (Z) SCORE CALCULATION FORM
(Continued)
Discuss and evaluate any significant factors that might mitigate a low score (for example, "large back order
of business") and list any suggestions that might help entity improve its financial status:

Discuss and evaluate any significant factors (including non-financial items) that might impact upon the
entity's ability to continue as a going concern (including loss of significant customers, legal issues or
management plans). If necessary, evaluate prospective financial information. Attach all items used.

Conclusion:

19

19

19 19

19

Prepared by:
Reviewed by:

AZS-2
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Small Business System's Walk-Through Documentation Form
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

The Form should be prepared for all audit engagements in which an all-substantive testing approach will
be used. If capable client personnel are available, sections I through V should be completed by such
personnel and reviewed by the in-charge. Otherwise, the in-charge should complete these and the
remaining sections. On a recurring engagement, the in-charge should update sections I through V by
interviewing client personnel, but need not update the Walk-Through Checklist (section VI) if he or she
(a) determines that there have been no changes to the client's system and (b) expects to assess control risk
at the maximum. The in-charge should use the results of sections VI, VII, and VIII to modify the Small
Business Analytical Procedures Program and the Small Business Tests of Balances Audit Program (TOB
program). The Form should be reviewed by the engagement partner before any field work is begun.
All compensating analytical or tests of balances procedures should be cross-referenced to the Small
Business Analytical Procedures Program or TOB program. Inapplicable or immaterial procedures may be
marked "N/A" or "N/R."
I. INDUSTRY INFORMATION

A. Describe major divisions and lines of products or services.

B. What basis of accounting is used (GAAP, cash, tax, etc.)?
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Small Business System's Walk-Through Documentation Form
(Continued)
C. Describe any significant or unusual accounting policies.

II. COMPANY ORGANIZATION AND PERSONNEL

A. Identify and describe the responsibilities and experience of officers and accounting personnel.

Name

Responsibilities

Experience

III. RELATED PARTIES
A. Describe any affiliated company relationships.

B. Describe any relationships with major customers or vendors.

IV. FINANCING

A. Obtain copies of agreements for permanent file.

SWT-2
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Small Business System's Walk-Through Documentation Form
(Continued)

B. Describe major sources of short- and long-term financing.

C. Describe stock option, compensation, or repurchase plans.

D. Describe any convertible debt features, compensating balance requirements, or restrictive debt
covenants.

V. ACCOUNTING SYSTEM RECORDS AND PROCEDURES
A. Accounting System Records

Describe method of processing records (manual, write-it-once, microcomputer, service bureau,
etc.).
Cash receipts journal: ___________________________________________________________

Cash disbursements journal: ________________________________________________ ______
Sales journal: __________________________________________________________ ______ _
Purchases journal: ______________________________________________________ ______ _

Payroll journal and records: ________________________________________ _____________

Subsidiary ledgers:
Accounts receivable:_____________________________________________________
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Small Business System's Walk-Through Documentation Form
(Continued)
Accounts payable:_______________________________________________________ _

Inventory:______________________________________________________________ _
Fixed assets: _____________________________________________________________

Insurance: _______________________________________________________________

Other (describe):

B. Transaction Cycle Records
Describe the documents included in the major transaction cycles (number of parts, prenumbering,
method of filing, etc.).

Sales and Collections Cycle:

Customer order form: ----------------------------------------------------------------------------------------Shipping report: -----------------------------------------------------------------------------------------------Sales invoice: ---------------------------------------------------------------------------------------------------

Credit memo: __ ________________________________________________________________
Cash receipts prelist: ------------------------------------------------------------------------------------------

Remittance advices:-------------------------------------------------------------------------------------------Deposit slips: ---------------------------------------------------------------------------------------------------

SWT-4
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Small Business System's Walk-Through Documentation Form
(Continued)

Other (describe):_______________________________________________________________

Acquisitions and Payments Cycle:

Purchase order form: ____________________________________________________________
Receiving report:_______________________________________________________________
Vendor invoice:________________________________________________________________
Bank checks:__________________________________________________________________

Other (describe): _______________________________________________________________

Payroll and Personnel Cycle:
Employee personnel records and files (describe):

Time cards: ____________________________________________________________________

Other (describe):_____________________________________________________________ _
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Small Business System's Walk-Through Documentation Form
(Continued)
C. Accounting System

Describe accounting system procedures by major transaction cycle.
Sales and Collections Cycle
Authorization

1.

How is the sales transaction authorized? ________________________________________

2.

What document or record is used to evidence authorization?

3.

Which personnel are involved with authorizing the sale and what are their responsibilities?

Initiation
1.

How is the sales transaction initiated? __________________________________________

2.

What document or record is used to evidence initiation? (What is the point of sale?)

3. Which personnel are involved with initiating a sale and what are their responsibilities?

4. How are cash collections received? --------------------------------------------------------------------

5. What documents are used to evidence cash collections?

SWT-6
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Small Business System's Walk-Through Documentation Form
(Continued)
6.

Which personnel are involved with cash collections and what are their responsibilities?

7.

Who makes bank deposits and how often are they made?

8.

How are credits to customers' accounts initiated?

9.

What documents are used to evidence credits to customers' accounts?______________ ;__

10. Which personnel are involved with initiating credits to customers' accounts and what are
their responsibilities?_________________________________________________ _ _

Recording
1.

How are sales transactions recorded?___________________________________________

2.

Describe the source journal used to record sales transactions.

3. Which personnel record transactions in the sales source journal and how often are entries
prepared?______________________________________________________

4. How are cash receipts transactions recorded?__________________________________

5. Describe the source journals used to record cash collections.

6. Which personnel record transactions in the cash collections source journal and how often are
entries prepared?______________________________________________________
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Small Business System's Walk-Through Documentation Form
(Continued)

Safeguarding and Accountability
1.

How are sales and collections and accounts receivable balances summarized for individual
customers?_____________________________________________________________

2. Which personnel are involved with the summarization of sales and collections and what are
their responsibilities?_____________________________________________________

3.

How often are customers' statements mailed?

4.

How are sales and collections transactions posted to the general ledger and how often is it
done?---------------------------------------------------------------------------------------------------

5.

Which personnel reconcile general ledger accounts receivable balances with summaries of
balances for individual customers and how often is it done?

6.

How often are receivables aged and reviewed by the owner or manager?

Acquisitions and Payments Cycle
Authorization
1.

How are purchases transactions authorized?

2. What document or record is used to evidence purchases authorization?

3. Which personnel can authorize purchases?

SWT-8
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Small Business System's Walk-Through Documentation Form
(Continued)
Initiation
1.

How are purchases transactions initiated? _______________________________________

2. What document or record is used to evidence purchases initiation? (Which first evidences
liability?)_______________________________________________________________

3.

Which personnel are involved with initiating purchases and what are their responsibilities?

4.

Who prepares checks, how many are prepared monthly, and how often are they prepared?

5.

Who signs checks and what documents are reviewed at the time of signing?

6.

What procedures prevent duplicate payments?

Recording

1.

How are purchases transactions recorded?_______________________________________

2.

Describe the source journal used to record purchases transactions.

3. Which personnel record transactions in the purchases source journal and how often are
entries prepared?__________________________________________ ______________

4.
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Describe the source journal used to record disbursements.
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Small Business System's Walk-Through Documentation Form
(Continued)
5. Which personnel record transactions in the disbursements source journal and how often are
entries prepared?________________________________________________________

Safeguarding and Accountability
1.

How are purchases and disbursements summarized by vendor?

2.

Which personnel are involved in the summarization and what are their responsibilities?

3.

How are purchases and payments posted to the general ledger and how often is it done?

4. Which personnel reconcile general ledger accounts payable balances with the summarization
of purchases and disbursements by vendor?__________________________________

5. What kinds of documents or records are maintained to control inventory items?

6.

Which personnel are involved with the inventory recordkeeping?

7.

Which personnel have physical access to inventories?

8.

How often are physical counts of inventories made?-----------------------------------------------

9. What kinds of fixed asset records are maintained and who has responsibility for maintaining
them?-------- - -----------------------------------------------------------------------------------------

SWT-10
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Small Business System's Walk-Through Documentation Form
(Continued)
Payroll and Personnel Cycle
Authorization

1.

How are employees hired and fired?____________________________________________

2.

What documents or records are used to evidence hiring or firing?

3.

Which personnel are involved with hiring and firing and what are their responsibilities?

Initiation
1.

How are hours worked by employees accounted for?

2.

What document or record is used to evidence hours worked?

3.

Which personnel approve hours worked and how is the approval evidenced?

4.

How are rates of pay, withholdings, and deductions established or changed?

5.

Which personnel are involved in payroll computations and what are their responsibilities?

Recording
1.
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How are payroll transactions recorded?____ _ ___________________________________
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Small Business System's Walk-Through Documentation Form
(Continued)

2. Describe the source journal used to record payroll transactions.

3. Which personnel record transactions in the source journal and how often are entries
prepared?______________________________________________________________

Safeguarding and Accountability
1.

What kinds of employee payroll records are maintained?

2.

Which personnel are involved in preparing these records?

3.

How often are paychecks distributed by the owner or manager?

General

1.

How is the general ledger posted and balanced and how often is it done?

2.

Which personnel post and balance the general ledger?

3.

Which personnel prepare and post adjusting journal entries?

4. Which personnel are involved with the bank statement reconciliation and how often is it
reconciled?_____________________________________________________________

5.

How often are financial statements prepared and what information do they contain?

SWT-12
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Small Business System's Walk-Through Documentation Form
(Continued)
6.

What internal checks are performed by the owner or manager that have not been mentioned
above? ________________________________________________________________

7.

What hazard and fidelity insurance is carried by the company?

8.

Does the owner or manager adequately segregate personal transactions from the business?
(Describe any such personal transactions recorded in the business records.)

Control Environment

8/95

1.

Describe the organization of management, accounting, and operations personnel below or
attach an organization chart________________________________________________

2.

Describe the owner's attitudes and practices that may affect the risk of misstatements or
irregularities in the financial statements. Consider such factors as deteriorating operations
creating a need for working capital, financial statement ratios influencing lenders' decisions,
motivation of owner to reduce income taxes, and owner's history of taking unnecessary
business risks___________________________________________________________

3.

In the case of an absentee owner, describe the manager's compensation method and whether
it is reasonable________________________________________________________ _

4.

Describe the owner's awareness of the importance of having a good accounting system,
performing owner/manager controls, and understanding and using related financial
information_____________________________________________________________

5.

List the accounting personnel, their positions, and length of employment; describe briefly
their education and experience; and evaluate their job performance.
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Small Business System's Walk-Through Documentation Form
(Continued)

Prepared or updated by:
Client
In-charge

19

19

19

--------------

--------------

--------------

-----------

_________

_________

_________

_______

SWT-14
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Small Business System's Walk-Through Documentation Form
(Continued)
VI. WALK-THROUGH CHECKLIST
Walk-through procedures must be documented on a working paper, in a memorandum, or on copies
of documents selected from the client's records. The working paper reference should be entered in
each column as each step is completed. Any procedures not applicable should be marked "N/A."

Transactions

Procedure

Sales

1. For each type of transaction, select
at least two documents from the
population.

2. Obtain copies of the documents,
prepare a flowchart or working
paper, or write a memo to record
the documents inspected and the
procedures performed.
3. Based on the client's system
description above, walk through
each transaction by performing the
following:
a. Examine the documents to
determine that the authorization
and initiation procedures are
performed and evidenced.

b. Verify the clerical and mathe
matical accuracy of data on the
document.

c. Trace the documents to a source
journal entry and compare them
to the recorded information.
d. Test foot the primary column in
the source journal for an appro
priate period and trace the total
to the general ledger.
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Coll.

Acq.

Paymt. Payroll Personnel

Small Business System's Walk-Through Documentation Form
(Continued)
Procedure

Transactions
Sales

Coll.

Acq.

Paymt. Payroll Personnel

e. Select a representative bank
statement and inspect evidence
of reconciliation and review
procedures.
f. Scan the general journal for the
year and obtain explanations for
unusual entries.

g. Inspect evidence of the periodic
balancing of the general ledger.
h. Read the most recent internally
prepared financial statements or
trial balance and investigate any
unusual matters.
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Small Business System’s Walk-Through Documentation Form
(Continued)
VII. EVALUATION OF RISK OF POTENTIAL MISSTATEMENTS
Describe weaknesses in the accounting system's procedures, material and unusual account balances
resulting from the transactions, prior years' adjustments or exposure areas related to the transactions,
complex applications of accounting principles, related-party transactions, client-imposed scope
limitations, an initial engagement, or other special considerations that may indicate high risks of
potential misstatements that could materially affect the entity's financial statements.
Sales and Collections Cycle

Evaluation of risk of potential misstatements (circle):

High

Low

Description of analytical or tests of balances procedures to compensate for high risks (cross- reference
to TOB program):

Acquisitions and Payments Cycle
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Small Business System's Walk-Through Documentation Form
(Continued)

Evaluation of risk of potential misstatements (circle):

High

Low

Description of analytical or tests of balances procedures to compensate for high risks (cross- reference
to TOB program):

Payroll and Personnel Cycle

Evaluation of risk of potential misstatements (circle):

High

Low

Description of analytical or tests of balances procedures to compensate for high risks (cross
reference to TOB program):

VIII . PRELIMINARY EVIDENCE DESIGN MATRIX
Instructions:

A high risk of potential misstatements, or high overall engagement risk, normally will require
application of the most reliable procedures to large sample sizes at or near the balance-sheet date.
A low risk of potential misstatements, and low overall engagement risk, will permit using less
reliable procedures, selecting smaller sample sizes, and performing certain procedures at an interim
date. The following matrix is based on the evaluation of overall engagement risk from the Client
Acceptance and Continuance Form, on the evaluation of risk of potential misstatements above, and
on the Audit Planning Memorandum.

The "Reliance on TOBs" column will be used to—
1. Select the sections of the TOB program applicable to the client.

SWT-18
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Small Business System's Walk-Through Documentation Form
(Continued)

2. Guide the modification of the nature, extent, and timing of the standard TOB program
procedures.

Transaction Cycles Section:
The "Overall Risk" and "Risk of Misstatements" columns in the Transaction Cycles Section should
be designated as either high, low, or not applicable (N/A). Indicate "N/A" when the account balance
is not material or when the client has no such account. The "Reliance on TOBs" column will be the
higher of the designations in the two Risk columns. In other words, for reliance on tests of balances
to be low, both Risk columns must contain a "low" designation. A low reliance designation will
permit the use of less reliable procedures, such as negative confirmations, smaller sample sizes, and
certain testing at an interim date. A low reliance designation does not indicate, however, the degree
of reductions in substantive testing that could be achieved through high, extensive reliance on tests
of controls.
General Section
Most of the evidence necessary to verify financial statement assertions for the account classifications
listed under the General Section is obtained from tests of balances and will generally be unaffected
by risk—that is, reliance will usually be high because of the nature of the procedures typically
performed. The "Reliance on TOBs" column for these classifications should be designated as either
high or N/A. Since reliance on analytical procedures will normally be high on all small business
audits, no column has been provided for such procedures.
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Small Business System's Walk-Through Documentation Form
(Continued)
Overall

Risk of

TOB

Reliance

TRANSACTION CYCLES SECTION
Revenues and Collections

1.
2.

II
XIX

Trade accounts receivable
Sales

Acquisitions and Payments

3.

Inventories and costs of sales

4.
5.
6.

Fixed assets
Accounts payable
Expense accounts

VI, VII,

------------

------------

XX, XXII
X
-----------XIII
XXI, XXII

Payroll and Personnel

7.

Payroll accounts

XXIII

GENERAL SECTION
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.

Cash
Other accounts receivable
Notes receivable
Allowance for doubtful accounts
Marketable securities
Prepaid expenses
Investments and other assets
Deferred charges and intangibles
Accrued expenses, income taxes and other liabilities
Notes payable and long-term debt
Stockholders' equity
Other revenues

I
III
IV
V

VIII
IX
XI
XII
XIV
----------------------------------

XV
XVII
XXI

' From the evaluation of overall engagement risk in the Client Acceptance and Continuance Form, and the
Audit Planning Memorandum.

2 From the evaluation of risk of potential misstatements in section VII above.

3 TOB program sections standard to each engagement include sections XVI, XVIII, and XXIV.
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Small Business System's Walk-Through Documentation Form
(Continued)
Audit Area

Overall
Risk1

Risk of
Misstatements2

Reliance
on TOBs

TOB
Program3

13. Specialized industry areas:

14. Post all reportable conditions to the Summary of Matters for Communication.

Prepared by:Date:
(In-charge)
Reviewed by:Date:
(Engagement Partner)

1 From the evaluation of overall engagement risk in the Client Acceptance and Continuance Form, and the
Audit Planning Memorandum.

2 From the evaluation of risk of potential misstatements in section VII above.

3 TOB program sections standard to each engagement include sections XVI, XVIII, and XXIV.
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Internal Control Structure Reportable Conditions Form
Client:____________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This Form should be completed by the in-charge, or supervised staff, and reviewed by the engagement
partner for all audit engagements. The information should be used to complete the required communication
of internal control structure related and other matters.

The Small Business System's Walk-Through Documentation Form or any internal control flowcharts or
narratives are the primary sources for identifying reportable conditions. Reportable conditions represent
deficiencies in the design or operation of the internal control structure. A reportable condition may be of
such a magnitude that it is considered a material weakness. These items should be identified as such on
the Form. Other operational or administrative suggestions that are not considered reportable conditions
may also be included on this Form.
The Form is designed to include the documentation source of the conditions, the audit areas affected by
the conditions, and a format for writing comments.

Prepared by:Date:
(In-charge)

Reviewed by:Date:
(Engagement Partner)
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ICR-1

Documentation
Source

Audit Areas
Affected by
Condition

Situation

Problem
Recommendation

REPORTABLE CONDITIONS

Discussed
with

ICR-3

Disposition

Audit Planning Memorandum
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This memorandum should be completed for all audit engagements by the in-charge and reviewed by the
engagement partner, before engagement personnel begin field work.
I.

ENGAGEMENT ADMINISTRATION
A.

Presentation of Engagement Letter

B.

Use of Client Assistance or Paraprofessionals

C.

Planning for Proper Workspace

D. Assignment of Staff

8/95
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E.

Target Dates

Audit report
Management letter
Tax returns
Start of interim field work
Start of year-end field work
Other
F.

Use of Specialists

G.

Use of Audit Software

H. Audit Budget

I.

Other Special Considerations

II. TECHNICAL AUDIT PLANNING DECISIONS

A.

Overall Engagement Risk

PMC/SA-2
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B.

Understanding of Internal Control Structure

C.

Overall Materiality Limit

D.

Sampling

E.

Audit Approach

F.

Key Engagement Area(s)

G.

Planning Analytical Procedures

PMC/SA-3

H. Other Special Considerations

Prepared by:------------------------------------------------------------- Date:------------------------------------------(In-charge)

Reviewed by:Date:----------------------------------------(Engagement Partner)
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Materiality Computation Form
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This Form should be completed by the in-charge during planning and approved by the partner before field
work is started.

Overall Materiality Limit Computation:

I.

Approximate balances at or near financial statement date:

A. Total Assets

$x% = $

B. Total Revenue

$x% = $

Overall Materiality Limit

$

Percentage of
the base

Materiality Base — Greater of Total
Assets or Total Revenues*
Over
But Not Over
A
0
30,000
100,000
300,000
1,000,000
3,000,000
10,000,000
30,000,000
100,000,000
Over 300,000,000
$

30,000
100,000
300,000
1,000,000
3,000,000
10,000,000
30,000,000
100,000,000
300,000,000

B

$

$

C

6.0%
1,800 + 5.0% in excess of $
30,000
5,300 + 3.0% in excess of
100,000
11,300 + 2.0% in excess of
300,000
25,300 4- 1.5% in excess of
1,000,000
55,300 + 1.0% in excess of
3,000,000
125,300 +0.50% in excess of 10,000,000
225,300 4-0.25% in excess of 30,000,000
400,300 4- 0.20% in excess of 100,000,000
800,300 4- 0.15% in excess of 300,000,000

Rationale for overall materiality limit (if other than the larger of above computations):

Subscribers to the 1994 edition of this Manual will notice that changes have been made to this table.
These changes were made to better reflect the amounts and percentages used in current practice, and
will result in lower materiality thresholds.
8/95
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Materiality Computation Form
(Continued)

II

. Basic Allowance for Unknown Misstatement Computation
For nonstatistical sampling applications, the basic allowance can be used in place of the tolerable
misstatement amount. If used in the table approach or model approach, it should also be considered
when comparing total actual, projected, and estimated misstatements to the overall materiality limit.

Overall materiality limit from above

$

Less estimated known misstatement from sampling and non
sampling tests (1/3 of overall materiality limit)
Basic allowance for unknown misstatement (tolerable misstatements) $

II

_

I. Individually Significant Items — Computation of Lower Limit

The lower limit for individually significant items will usually be set at 1/3 of the basic allowance.
Individually significant items may also be determined judgmentally for each sampling application. The
rationale for such judgmentally determined limits should be explained at the bottom of the page.
Lower limit for individually significant items

$ ===

Rationale for lower limit:

This uniform lower limit will normally be used for determining individually significant items to derive
sampling populations, and for determining sampling populations and account balances that are not
material that can be excluded from testing.

If different lower limits are used for certain accounts, or for such procedures as sales and purchases
cutoff tests and searches for unrecorded liabilities, the reasons for their use should be documented
below:

Prepared by:Date:-----------------------------------------(In-charge)

Date:------------- ----------------------------

Reviewed by:
(Engagement Partner)
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Model Approach(1) Working Paper —
Tests of Balances Sampling
Client:___________________________________________________________________________
Financial Statement Date:__________________________________________________________

INSTRUCTIONS:
This Form should be completed by the in-charge during planning and approved by the engagement partner
before field work is started.
1. Check the financial statement assertion(s) being tested:

c. Completeness
d. Valuation or allocation

a. Existence and occurrence
b. Rights and obligations

2. Description of sampling application: ___________________________________________________

3. Total recorded population for

$_____________

Less amount of individually significant items
(Usually all items equal to or greater than 1/3
of tolerable misstatement)

()

Sample population

$_____________

4. Describe what will be considered to be a misstatement for testing purposes:

(1) The model approach generally will not be used for populations containing less than 500 units or large
populations of small-dollar units.
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Model Approach Working Paper — Tests of Balances Sampling
(Continued)

Risk that other substantive procedures (such as analytical procedures)
will fail to detect a material misstatement

Assessment of inherent
and control risk

5.

Maximum

Moderate

Low

Maximum

3.0

2.3

1.9

Slightly below maximum

2.7

2.0

1.6

Moderate

2.3

1.6

1.2

Low

1.9

1.2

1.0

Calculate the initial sample size with the following formula:

Sampling Population
$

Assurance
Factor

Basic Allowance
(Tolerable Misstatement)
÷

Initial Sample
Size

X

$

Population

6. Allocate the sample items:

Items

Dollars

Sample
Items

Dollars

a. Stratum 1—Items above the mean of the
sampling population (select 2/3 of the
sample items from this subpopulation)

$

$____

b. Stratum 2—Items less than the mean of the
sampling population (select 1/3 of the
sample items from this subpopulation)

$

$____

c. Total

$

$

Prepared by: --------- .--------------------------------------------------- Date:-----------------------------------------(In-charge)
Reviewed by:

Date:-----------------------------------------(Engagement Partner)

PMC/SA-8

8/95

Audit Sample Evaluation Form —
Tests of Balances Sampling
Client: ____________________________________

Financial Statement Date: ___________________

1.

Project the misstatement (use only one column if the sample population was not stratified):
a. Misstatement in the sample

Stratum 1
$ _____________

Stratum 2
$------------------

b. Dollar value of the sample

$ _____________

$____________

c. Dollar value of the strata

$ _____________

$------------------

d. Projected misstatement in the sample stratum

(c.

b. x a.)

$ _____________

e. Total projected misstatement in the sample
population (d.1 + d.2)

2.

$ ______

Evaluate sample risk:

a. Misstatements found in the group audited 100%

$ _____________

b. Projected misstatement in the sample population (1.e.)

$ _____________

c. Total projected and known misstatement (2.a. + 2.b.)

$ _____________

d. Amount of above misstatement corrected

$ _____________

e. Remaining known and projected misstatement

$ ____________ *

(2.c.-2.d.)
f. Tolerable misstatement for the account (From the

Model Approach Working Paper—Tests of Balances)

$ _____________

g. Is the remaining known and projected misstatement
(e.) less than 1/3 of the amount of tolerable

misstatement (f)?

Yes___

No___

If the answer to g is "No," sampling risk may be
unacceptably high and additional testing should
be considered.
*This amount should be posted to the Summary of Possible Journal Entries Form (chapter 10, section 10.500).
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$------------------

Random Selection With a Random Table Form
Client: ____________________________________________________

Financial Statement Date:

------------------------------------------------------

INSTRUCTIONS:
To use the random selection method with a random number table:

• Assign each element of the population a unique address that corresponds to the random number
table.
• Decide how to read the table, i.e., the number of digits and location, and if top to bottom, left
to right.
• Place a pencil on a page to determine a random starting point.

• Modify the population numbers to the smallest possible number of digits to reduce discards.
• Pure random sampling should be applied to the entire population; stratified random sampling
would separate the population according to some characteristic such as size of elements or
features of the underlying transaction. This form should be used to document random selection
with a random table or calculator. If a computer is used, a copy of the computer printout should
be retained as documentation.
POPULATION DESCRIPTION
1. Type of document designated as the
sampling unit.

a. Largest document number plus 1

b. Smallest document number
c. Population size

2. Nature of the sampling unit if not a
document
3. Description of the population if No. 2 is applicable
(including population size and numbering of popu
lation).

___________________________

RANDOM NUMBER TABLE

Name of table.

___________________________

Page(s) used.

___________________________

PMC/SA-10
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RANDOM SELECTION WITH A RANDOM TABLE FORM
(Continued)

Correspondence between the table
and sampling units (normally
document number).

___________________________

Number of digits used.

___________________________

Starting point in table.

___________________________

First usable sample number.

___________________________

Last usable sample number.

___________________________

Stopping point in table.

___________________________

Number of sample items selected.
Modifications to reduce discards.

Prepared by:_____________________________________
(In-charge)

Date:_______________________

Reviewed by:____________________________________
(Engagement Partner)

Date:_______________________
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Random Selection With a Systematic Sample Form
Client: _________________________________________________________

Financial Statement Date:

________________________________________

INSTRUCTIONS:

This form is used to document systematic selection methods with random starts.
POPULATION DESCRIPTION

1. Type of document designated as the sampling unit.
a. Largest document number plus 1

______________________________

b. Smallest document number

______________________________

c. Population size

______________________________

2. Nature of the sampling unit if not a document.

3. Description of the population if No. 2 is applicable
(including population size and numbering of popu
lation).

____________

Population Size
= initial interval

Sample Size
Initial interval x number of desired starts =
adjusted interval

Rounded interval.
Random number(s) from the table.

First sample item(s).
Last sample item(s).
Prepared by:

___ _—---------------------------------------------------- Date:------------------------------------------(In-charge)

Reviewed by: ___ -___________________________________ Date:------------------------------------------(Engagement Partner)
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Small Business Analytical Procedures Program
Client: ___________________________________________________________________________

Financial Statement Date: __________________________________________________________

USE OF PROGRAM:
To provide good client service and perform quality, efficient engagements, analytical procedures should
be used extensively throughout small business audit engagements.

Analytical procedures should be used for early identification of problems and misstatements. If the client's
records are adjusted prior to the performance of year-end field work, analytical procedures should be
completed before beginning tests of balances procedures. Satisfactory completion of the analytical
procedures may allow further time savings, through modification of the nature and extent of other
substantive tests.

If the client's records are not adjusted prior to the beginning of year-end field work, analytical procedures
for accounts not expected to be adjusted should be completed before starting tests of balances procedures,
and other procedures performed as soon as adjustments are completed.
Certain analytical procedures have also been incorporated in the Small Business Tests of Balances Audit
Program (TOB program). They should be utilized whenever feasible.

INSTRUCTIONS:
The standard analytical procedures program should be modified by the in-charge and approved by the
engagement partner before its use on each engagement. The "N/A" column can be initialed for any steps
not applicable. The "N/A" column can also be marked "N/R" for steps not required because of
immateriality or other reasons.

The engagement partner should review the program and related documentation upon their completion.

Analytical procedures should be summarized on a working paper such as the Analytical Procedures
Working Paper. The summarized procedures should be supported by other working paper documentation
as necessary. Variances resulting from highly effective analytical procedures should be included on the
Summary of Possible Journal Entries Form for consideration during misstatement analysis.
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III.

II.

I.

Compute quick current ratios (cash and net
receivables) and compare with preceding
year's.

Determine if any bank balances exceed FDICinsured limits.

2.

3.

Compute the following ratios and compare with
preceding year's:

3.

1.

Compare balances in allowance for doubtful
accounts, bad debts, sales returns, and
allowances for the preceding year's. Investigate
significant changes.

ALLOWANCE FOR DOUBTFUL ACCOUNTS

d. Average accounts receivable collection period

c. Accounts receivable turnover

b. Year-end trade accounts receivable as a
percentage of gross sales

a. Number

of days net sales in year-end trade
accounts receivable

Investigate large and/or unusual balances classified
as "other accounts receivable."

Compare balances of accounts receivable and sales
with preceding year's. Investigate significant
changes.

2.

1.

ACCOUNTS RECEIVABLE AND SALES

Compare account balances with preceding
year's. Investigate significant changes.

CASH

1.

Procedures

Done
Date

AP-3

N/A

W/P
Ref.

Acceptable
Results?
(Yes or No)

SMALL BUSINESS ANALYTICAL PROCEDURES PROGRAM

Follow-up
Procedures
W/P Ref.

Follow-up
Procedures
Acceptable?
(Yes or No)

Modification
of TOBs for
"No" Answers

V.

IV.

Compute the ratio of interest earned to the
average notes receivable outstanding and
compare with prior year's.

2.

Compare balances in inventories and costs of
sales classifications with the preceding year's.

Compare inventory classifications as a
percentage of total inventory with preceding
year's.

1.

2.

INVENTORIES

Compare balances in notes receivable and
related interest income with the preceding
year's. Investigate significant changes.

ACCOUNTS

1.

OTHER

e. Aging categories as a percentage

of total
accounts receivable compared to prior
year's

percentage of trade accounts receivable

d. Allowance for doubtful accounts as a

c. Bad debts expense as a percentage of gross
credit sales

Sales returns and allowances as a
percentage of gross sales by product line

b.

a

Sales returns and allowances as
percentage of gross sales

a.

Compute the following ratios and compare with
preceding year's:

NOTES
AND
RECEIVABLE

2.

Procedures

Done
Date
N/A

4

W/P
Ref.

Acceptable
Results?
(Yes or No)

SMALL BUSINESS ANALYTICAL PROCEDURES PROGRAM
(Continued)
Follow-up
Procedures
W/P Ref.

Follow-up
Procedures
Acceptable?
(Yes or No)

8/95

Modification
of TOBsfor
"No" Answers

8/95

VIII.

VII.

VI.

Compare inventory replacement values with
insurance coverage.

division, or class

d. Inventory turnover by major product,

c. Total inventory turnover

b. Gross margin by product line or division

a. Total gross margin

Compute the following ratios and compare with
preceding year's:

1.

1.

Compute rate of return on major classes of
marketable securities and compare with
preceding year's.

2.

Compare balances in fixed assets, with
capitalized leased assets, accumulated
depreciation,
accumulated
amortization,
depreciation, repairs and maintenance, rents,
supplies, small tools, and similar expense
accounts with preceding year's. Investigate
significant changes.

FIXED ASSETS

Compare balances in prepaid expense accounts
with preceding year's. Investigate significant
changes.

PREPAID EXPENSES

Compare balances in marketable securities and
related revenue and expense accounts with the
preceding year's.
Investigate significant
changes.

1.

MARKETABLE SECURITIES

4.

3.

Procedures________________________________________

AP-5

Follow-up
Acceptable
Follow-up
Procedures
Modification
W/P
Results?
Procedures
Acceptable?
of TOBsfor
Done_______ Date________ N/A________ Ref._______ (Yes or No)_______ W/P Ref.______ (Yes or No)______ "No" Answers

SMALL BUSINESS ANALYTICAL PROCEDURES PROGRAM
(Continued)

X.

IX.

Compare fixed asset replacement values with
insurance coverage.

3.

Compute average amortization period and
compare with prior years.

Consider adequacy of business interruption
insurance coverage.

2.

3.

Compute the following ratios and compare with
preceding year's.
Investigate significant
changes:

2.

b. Percent of year-end trade accounts payable
to purchases, or number of days purchases
in year-end trade accounts payable

accounts payable payment period

a. Accounts payable turnover, or average

Compare balances in trade accounts payable
and purchases with the preceding year's.
Investigate significant changes.

1.

ACCOUNTS PAYABLE AND PURCHASES

Compare balances in deferred charges,
intangibles, accumulated amortization, and
research and development accounts with the
preceding year's.
Investigate significant
changes.

1.

DEFERRED CHARGES AND INTANGIBLES

Compute average lives of depreciable or
amortizable assets and compare with prior
year's.

2.

6
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Follow-up
Acceptable
Follow-up
Procedures
Modification
W/P
Results?
Procedures
Acceptable?
of TOBsfor
Procedures__________________________________________Done_______ Date________ N/A________ Ref._______ (Yes or No)_______ W/P Ref.______ (Yes or No)______ "No" Answers

SMALL BUSINESS ANALYTICAL PROCEDURES PROGRAM
(Continued)

8/95

XIV.

XIII.

XII.

XI.

Compare balances in other liability accounts to
the preceding year's. Investigate significant
changes.

Compute the following ratios and compare to
preceding year's:

2.

Compare balances in stockholders' equity
accounts with the preceding year's. Investigate
significant changes.

Compute the following as a percentage of net

2.

Direct labor

Indirect labor

a.

b.

sales:

Compare account balances with the preceding
year's. Investigate significant changes.

1.

SALARIES, WAGES, AND COMMISSIONS

1.

STOCKHOLDERS' EQUITY

balance of notes payable and long-term debt
outstanding

b. Interest expense as a percentage of average

a. Long-term debt to stockholders' equity

Compare balances in notes payable, long-term
debt and interest expense with pre- ceding
year's. Investigate significant changes.

1.

NOTES PAYABLE AND LONG-TERM DEBT

1.

OTHER CURRENT LIABILITIES

AP-7

Follow-up
Acceptable
Follow-up
Procedures
Modification
W/P
Results?
Procedures
Acceptable?
of TOBs for
Procedures__________________________________________ Done_______ Date________ N/A________ Ref._______ (Yes or No)_______ W/P Ref.______ (Yes or No)______ "No" Answers

SMALL BUSINESS ANALYTICAL PROCEDURES PROGRAM
(Continued)

3.

2.

1.

------------

------------

Consider adequacy of key person life insurance

________

Compute payroll tax expense as a percentage of

________

Investigate significant

------------

-8

________

________

General and administrative expenses

c.

Reviewed by: __ ________ —--------------------------------------------------------(Engagement Partner)

Date: _

Date: _

------------

------------

------------

Manufacturing expenses

------------

Compare individual expense accounts as a

------------

Compare individual expense accounts with

b.

a. Selling expenses

percentage to total expenses for the following
categories:

budgeted amounts.
variations.

Compare balances in expense accounts with the
preceding year's.
Investigate significant
differences.
___________________

EXPENSE ACCOUNTS

coverage.

total wages, salaries, and commissions.

________

________

Office salaries

d.

Prepared b y : _____________________________ ________ ____________
(In-charge)

XV.

4.

3.

________

________

Commissions

c.
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Follow-up
Acceptable
Follow-up
Procedures
Modification
W/P
Results?
Procedures
Acceptable?
of TOBsfor
Procedures__________________________________________ Done_______ Date________ N/A________ Ref._______ (Yes or No)_______ W/P Ref.______ (Yes or No)______ "No" Answers

SMALL BUSINESS ANALYTICAL PROCEDURES PROGRAM
(Continued)

Small Business Tests of Balances Audit Program
Client:_____________________________________________________________________________
Financial Statement Date:____________________________________________________________

INSTRUCTIONS:
This program should be used on small business audit engagements when planned reliance on tests of
balances procedures will normally be high, that is, more reliable procedures will be performed using larger
sample sizes at or near the balance-sheet date.

The nature, extent and timing of the tests of balances procedures will, however, be modified by the
in-charge based on the results of completing the Small Business System's Walk-Through Documentation
Form and the Small Business Analytical Procedures Program. Any procedures the auditor considers
inapplicable due to immateriality of the account balance or nonexistence of the section should be marked
"N/A" for not applicable or "N/R" for not required in the "Done by" column.
Each program step is referenced to the financial statement assertions that it addresses. For example, in the
cash tests of balances audit program step number B.4, "Prepare and mail the Standard Form to Confirm
Account Balance Information With Financial Institutions for demand and time deposit accounts. (E, C,
and R)," the existence or occurrence, completeness, and rights and obligations assertions are satisfied.
This program step satisfies the existence or occurrence assertion by confirming with an outside source the
existence of cash, it satisfies the completeness assertion by confirming the completeness of this specific
account, and it satisfies the rights and obligations assertion by confirming the right to this cash.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
INDEX

I.
II.
III.
IV.
V.
VI.
VII.
VIII.
IX.
X.
XI.
XII.
XIII.
XIV.
XV.
XVI.
XVII.
XVIII.
XIX.
XX.
XXL
XXII.
XXIII.
XXIV.

Cash
Trade Accounts Receivable
Other Accounts Receivable
Notes Receivable
Allowance for Doubtful Accounts
Inventory Observation
Inventories (No Perpetual Records)
Investment Securities
Prepaid Expenses
Fixed Assets
Investments and Other Assets
Deferred Charges and Intangibles
Accounts Payable
Accrued Expenses, Income Taxes and Other Liabilities
Notes Payable and Long-Term Debt
Contingent Liabilities, Contracts, and Commitments
Stockholders' Equity
Related-Party Transactions
Sales
Cost of Goods Sold
Other Revenues and Expenses
Expense Account Analysis and Vouching
Payroll
Risks and Uncertainties

TOB-2
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

I. CASH
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Presentation and disclosure (P)
Objectives
•

Existence—To determine that cash exists and is owned by the entity (assertions E and R)

•

Proper cutoff—To determine that cash balances reflect a proper cutoff of cash receipts and
disbursements (assertions E, C, and P)

•

Complete—To determine that cash balances as presented in the balance sheet properly reflect all cash
and cash items on hand, in transit, or on deposit with third parties (assertions E, C, and P)

Proper classification—To determine that cash balances are properly classified in the financial
statements and any restrictions on the availability of funds are properly disclosed (assertions R and
P)
W/P
Procedures
Done by
Date
Ref.
•

A.

Review the results of applicable sections of the Small Business
System's Walk-Through Documentation Form and Small
Business Analytical Procedures Program to determine the
nature, timing, and extent of auditing procedures. (E, C, and R)

B.

At balance-sheet date:

1. Count undeposited funds on hand and control until
deposited. (E and R)

2. Count petty cash and pay particular attention to the nature
of transactions. (E and R)

8/95

TOB-3

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
I. CASH (Continued)
Done by

Procedures

Date

W/P
Ref.

Practice Tip
It is often a good idea to scan petty cash vouchers to
determine types of expenses that are paid out of petty
cash. Be alert for items that might need to be
capitalized.

3. List any checks prepared and recorded prior to the balancesheet date, but not yet mailed. (C)

4. Prepare and mail the Standard Form to Confirm Account
Balance Information With Financial Institutions for demand
and time deposit accounts. (E, C, and R)

Practice Tip

All confirmation and cutoff requests should be mailed
by the auditor.

5. Prepare and mail a request for cutoff bank statements on
bank accounts to be sent directly to us. (E, C, and R)
C.

Obtain bank reconciliations for
balance-sheet date and —

accounts as of the

1. Foot reconciliations.

2. Trace book balances to the general ledger.

3. Trace bank balances to cutoff bank statements.
4. Agree bank balances to confirmations from the bank.

TOB-4

8/95

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
I. CASH (Continued)
Procedures

Done by

5. Trace reconciling items, on a test basis, to bank cutoff
statements or other supporting documents. Items not
clearing during the cutoff period should be challenged for
propriety and traced to supporting documents.

6. Determine that items in bank cutoff statements relating to
periods before, or on, the reconciliation date are properly
reflected on the reconciliation.
7. Examine enclosures returned with bank cutoff statements for
any unusual items or unrecorded transactions taking place
before and after the balance-sheet date.

8. For checks dated for the first
days after the
reconciliation date, on a test basis, examine the date of the
first bank endorsement to determine if they precede the
reconciliation date.
9. Trace lists of any held checks to outstanding check lists.
(E, C, and R)

D.

Prepare or obtain a schedule of interbank and intrabank transfers
for
days before and after the balance-sheet date and
determine that:
1. All such transfers were recorded on the books in the same
period for bank accounts involved.

2. Uncompleted transfers were properly accounted for in the
bank reconciliations.
(E, C, and R)
E.

Segregate any bank overdrafts or funds subject to withdrawal
restrictions. (P)

F.

Review any compensating balance arrangements for the benefit
of the client or related parties. (P)

G.

Determine amounts, if any, of bank statement balances that
exceed FDIC-insured limits at balance-sheet date. (P)
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TOB-5

Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
I. CASH (Continued)

Done by

Procedures

H.

Date

W/P
Ref.

Additional procedures:

Prepared by:Date:----------------------------------------------Reviewed by:Date:-----------------------------------------------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
II. TRADE ACCOUNTS RECEIVABLE

Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Existence—To determine that receivables exist, are authentic obligations owed to the entity, and
contain no significant amounts that should be written off, and that allowances for doubtful accounts
are adequate and not excessive (assertions E, R, and V)

•

Proper disclosure—To determine that proper disclosure is made of any pledged, discounted or
assigned trade receivables (assertions R and P)

•

Revenue recognition—To determine that interest on trade accounts receivable has been properly
recorded (assertions C, R, and V)

•

GAAP conformity—To determine that presentation and disclosure of trade accounts receivables are
in conformity with GAAP consistently applied (assertion P)

Done by

Procedures
A.

Review the Small Business System's Walk-Through
Documentation Form and the results of the applicable sections
of the Analytical Procedures Program, and determine their
impact on the nature, extent, and timing of accounts receivable
tests of balances procedures. (E, C, R, and V)

B.

Obtain or prepare a list of aged accounts receivable at the
balance-sheet date, foot, and trace to the general ledger (or
prepare adjusting entry to reconcile). (E and C)

C.

Trace
accounts to underlying sales invoices and collections
documentation for name, amount, and aged categories. (E and
V)
-----------

D.

8/95

Review and document gross collections for accounts receivable
for___ days after balance-sheet date. (E, R, and V)

TOB-7

Date

-----------

W/P
Ref.

---------

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
II. TRADE ACCOUNTS RECEIVABLE (Continued)
Done by

Procedures
E.

Date

W/P
Ref.

Request confirmation of accounts receivable as follows:
1. Positive requests for individually significant accounts with
balances in excess of $

2. Positive requests for accounts from the sampling population
as follows:

3. Negative requests on accounts from the sampling population
as follows:

(E, R, and V)

Practice Tip

All confirmation requests should be mailed by the
auditor.

F.

Select
accounts and independently verify addresses by
reference to phone or business directories, phone calls to
customers, documents received from customer credit checks,
etc. (E, R, and V)
-----------

G.

Send second requests for positive nonreplies. (E, R, and V)

H.

Perform alternative procedures for nonreplies to second requests
by examining subsequent collections documentation and, if there
are no or partial collections, shipping reports and/or sales
invoices. (E, R, and V)
-----------

TOB-8

-----------

8/95

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
II. TRADE ACCOUNTS RECEIVABLE (Continued)

Procedures
I.

Done by

Reconcile all confirmation exceptions by reference to supporting
documents. (E, R, and V)
Practice Tip
Be alert for large credits claimed by customers (especially
close to the balance-sheet date). These credits may repre
sent goods that were never sent, thereby affecting ending
inventory.

J.

Summarize the results of the confirmation procedures. (E, R,
and V)

K.

Test sales cutoff by tracing entries in the sales journal for
days before and
days after the balance-sheet date to
shipping reports, if available, and/or sales invoices.
(E and C)

L.

Determine, confirm, and disclose accounts pledged, discounted,
sold, assigned, or guaranteed by others. (R and P)

M.

Reclassify any material credit balances. (P)

N.

For low risk engagements, when sending confirmations at an
interim date, perform the following in addition to the steps
above:
1. Select confirmations from a source that is reconciled to the
general ledger.

2. Review transactions from the confirmation date to the
balance-sheet date for material or unusual items. Review
supporting documents for such transactions.

3. Consider confirming several material account balances at the
balance-sheet date.
Positive
______________
Negative ______________
(E, R, and V)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
IL TRADE ACCOUNTS RECEIVABLE (Continued)
Done by

Procedures

O.

Determine amounts, if significant, of concentrations of
receivables such as major customers, industries, geographical
areas, etc. (P)

P.

Additional procedures:

Date

W/P
Ref.

Prepared by: ------------------------------------------------------- Date:-----------------------------------------------Reviewed by:------------------------------------------------------- Date:------------------------------------------------

TOB-10

8/95

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

III. OTHER ACCOUNTS RECEIVABLE
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Existence—To determine that the other receivables exist, are authentic obligations owed to the entity,
and contain no significant amounts that should be written off, and that allowances for doubtful
accounts are adequate and not excessive (assertions E, R, and V)

•

Proper disclosure—To determine that proper disclosure is made of any pledged, discounted, or
assigned receivables (assertions R and P)

•

Revenue recognition—To determine that interest on other accounts receivable has been properly
recorded (assertions C, R, and V)

•

GAAP conformity—To determine that presentation and disclosure of other accounts receivables are
in conformity with GAAP consistently applied (assertion P)

Procedures

Done by

A.

Review the results of applicable sections of the Small Business
System's Walk-Through Documentation Form and Small
Business Analytical Procedures Program and assess the impact
on tests of balances. (E, C, R, and V)

B.

Inquire about the existence of other accounts receivable.
Determine that all have been recorded. (C)

C.

Obtain a list of other accounts receivable, foot, and agree to the
general ledger. (E, C, and R)

D.

Request positive confirmations of all significant balances. Send
second requests for nonreplies. (E, R, and V)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
III. OTHER ACCOUNTS RECEIVABLE (Continued)

Done by

Procedures

Date

W/P
Ref.

Practice Tip
All confirmation requests should be mailed by the auditor.

E.

Perform alternative procedures on nonreplies to second requests
(for example, subsequent receipts). (E, R, and V)

F.

Reconcile any exceptions received. (E, R, and V)

G.

Separately classify related-party receivables. (P)

H.

Additional procedures:

Prepared by:------------------------------------------------------- Date:------------------------------------------------

Reviewed by:------------------------------------------------------- Date:------------------------------------------------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
IV. NOTES RECEIVABLE
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Existence—To determine that the notes receivable exist, are authentic obligations owed to the entity,
and contain no significant amounts that should be written off, and that allowances for doubtful
accounts are adequate and not excessive (assertions E, R, and V)

•

Proper disclosure—To determine that proper disclosure is made of any pledged, discounted, or
assigned notes receivable (assertions R and P)

•

Revenue recognition—To determine that interest on notes receivable has been properly recorded
(assertions C, R, and V)

•

GAAP conformity—To determine that presentation and disclosure of notes receivable are in
conformity with GAAP consistently applied (assertion P)

Done by

Procedures

Date

W/P
Ref.

A.

Review the results of applicable sections of the Small Business
System's Walk-Through Documentation Form and Small
Business Analytical Procedures Program and assess the impact
on tests of balances. (E, C, R, and V)

B.

Inquire about the existence of notes receivable. Determine that
all have been recorded. (E, C, and R,)

C.

Obtain a list of notes receivable, foot, and agree to the general
ledger. (E and C)

-----------

-----------

---------

Examine properly signed and dated notes and any collateral
supporting balances due. (E, R, and V)

-----------

-----------

---------

Request positive confirmation on all significant balances. Send
second requests for nonreplies. (E, R, and V)

-----------

-----------

---------

D.

E.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
IV. NOTES RECEIVABLE (Continued)
Done by

Procedures

Date

W/P
Ref.

Practice Tip
All confirmation requests should be mailed by the auditor.

F.

Examine evidence of periodic or subsequent collections on
nonreplies to second requests. (E, R, and V)

G.

Reconcile any confirmation exceptions received. (E, R, and V)

H.

Separately classify notes from related parties. (P)

I.

Test the calculation of any accrued interest receivable and
consider reconciling to interest income. (E)

J.

Additional procedures:

Prepared by:------------------------------------------------------- Date:------------------------------------------------

Date:

Reviewed by:
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
V. ALLOWANCE FOR DOUBTFUL ACCOUNTS
Financial Statement Assertions

Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Amount appropriate—To determine that allowances for doubtful accounts are adequate and not
excessive (assertion V)

•

Proper disclosure—To determine that proper disclosure is made of any allowances for doubtful
accounts (assertion P)

•

GAAP conformity—To determine that presentation and disclosure of allowance for doubtful accounts
are in conformity with GAAP consistently applied (assertion P)

W/P
Done by

Procedures

A.

Review the results of applicable sections of the Small Business
System's Walk-Through Documentation Form and Small
Business Analytical Procedures Program and assess the impact
on tests of balances. (V)

B.

Obtain an analysis of the bad debt expense and allowance
accounts for the year, foot, and tie to the general ledger.
Challenge the reasonableness of the chargeoffs and recoveries.
Discuss with management. (V and P)

C.

Examine correspondence files and discuss with management
reasons for significant write-offs during the year. (V)

D.

Review the aged trial balance and other lists of notes and
accounts (that were footed and tied to the general ledger) and
discuss balances over
days old with management. Deter
mine the need to include such accounts in the allowance. (V)

E.

Examine credit memos issued after the balance-sheet date and
determine the need for an allowance for discounts, returns, and
allowances. (V)
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-----------

Date

Ref.

-----------

---------

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
V. ALLOWANCE FOR DOUBTFUL ACCOUNTS (Continued)
Done by

Procedures

F.

G.

Summarize the results of the procedures above and evaluate the
adequacy of the allowance. (V)
-----------

Date

-----------

W/P
Ref.

---------

Additional procedures:

Prepared by:------------------------------------------------------- Date:-----------------------------------------------Date:

Reviewed by:
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VI. INVENTORY OBSERVATION
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Valuation or allocation (V)

Objectives
•

Existence—To determine that the inventory exists (assertion E)

•

Quantity and condition—To determine that the client has taken reasonable care in determining the
physical quantities and identifying the condition (normal, slow moving, or obsolete) of its inventory
(assertions C and V)

Procedures

Done by

A.

Review the Small Business System's Walk-Through Documen
tation Form and Small Business Analytical Procedures Program
and assess their impact on the nature, extent, and timing of
inventory tests of balances procedures.
(E, C, and V)

B.

Review the client's plans for taking inventory at all locations;
controlling tags and count sheets; identifying obsolete items and
consigned and customers' goods; controlling the movement of
inventory during the count; and controlling shipping and
receiving. (E, C, and V)

C.

Review or assist in preparing physical inventory instructions.
(E, C, and V)

D.

Review last year's inventory summaries and current production
records. Consider selecting representative test count items in
advance. (E, C, and V)

E.

Observe the taking of the physical inventory:

1. Obtain a copy of the tag or sheet control form. (E and C)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VI. INVENTORY OBSERVATION (Continued)
Procedures

Done by

Date

W/P
Ref.

2. Obtain the last receiving and shipping report numbers and
sales invoice numbers. (E and C)

3. Determine that the movement of goods is controlled during
the count and that the physical cutoff is proper. (E and C)
4. Identify and record any obsolete goods for follow-up. (V)

5. Observe counting and recording procedures by all inventory
crews to ensure that inventory instructions are being
followed. (E, C, and V)

6. Make and record representative test counts for later tracing
to client's inventory computation sheets as follows:
a. Record counts for individually significant items with
totals in excess of $.

b. Record counts for representative items from the
sampling population as follows:

(E and C)

7. See that tags or count sheets contain adequate descriptions,
units of measure, last operation completed (for work in
process), and appraisal of inventory condition if obsolete or
slow-moving. (E, C, and V)
8. Make a final walk-through to determine that all goods were
counted, obsolete or consigned goods were identified and
that all inventory tags or sheets were collected.
(E, C, and V)

TOB-18
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VI. INVENTORY OBSERVATION (Continued)
Done by

Procedures

Practice Tip

Be alert for inventory items that appear old (for
example, last year’s inventory tag is still attached;
items are dusty from non-use). Sometimes, gen
eral conversations with client personnel taking
inventory will help identify old goods.

9. Prepare a memo describing the observation procedures and
conclusions reached. (E, C, and V)

F.

Additional procedures:

Prepared by:Date:

Reviewed by:Date:
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIL INVENTORIES (NO PERPETUAL RECORDS)

Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Existence—To determine that the inventory exists and is the client's property (assertions E and R)

•

Clerical accuracy—To determine that the inventories are summarized and priced with clerical
accuracy, and that the records have been adjusted to the physical inventory (assertions C and V)

•

GAAP conformity—To determine that inventory classifications and carrying amounts are determined
and presented in the financial statements in conformity with GAAP consistently applied (for example,
assumptions about the cost flow, such as FIFO and LIFO, and lower of cost or market considerations)
(assertion P)

•

Encumbrances identified—To determine that any encumbrances such as pledges or liens, are identified
and adequately disclosed in the financial statements (assertions R, V, and P)

Procedures
A.

B.

Done by

Date

W/P
Ref.

Prepare any necessary inventory adjustments, or review client's
adjustments, and complete the Small Business Analytical
Procedures Program. (E, C, and V)

-----------

-----------

---------

Review the Small Business System's Walk-Through Docu
mentation Form, and Small Business Analytical Procedures
Program, and assess their impact on the nature, extent, and
timing of inventory tests of balances procedures. (E, C, and V)

-----------

-----------

---------

TOB-20
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIL INVENTORIES (NO PERPETUAL RECORDS) (Continued)
Procedures
C.

Done by

Date

W/P
Ref.

_______

______

Trace shipping and receiving report numbers obtained during
inventory observation to determine that they were recorded in
the proper period.
1. Examine shipping and receiving reports for__ days before
and after the inventory date, trace to the appropriate source
journal and cutoff numbers, and determine that a proper
cutoff was made. (E, R, and C)______________________

2. Review reconciliation of inventory if counted at other than
the balance-sheet date. Examine supporting documents or
source journals for major items on reconciliation. (E and C)

3. Review credit memos for___ days before and after balancesheet date to determine that they were recorded in the
proper period. (E and C)___________________________
D.

Obtain a copy of the client's final inventory summary, foot,
agree to general ledger, and trace
items to and from tags
or sheets control form. (E and C)

E.

Trace test counts to summary and inventory sheets taken at
physical. (E and C)

F.

Determine that all individually significant items test counted are
included in the summary and extended and footed properly. (C
and V)

G.

Foot___ pages and___ page totals and extend___ line items in
the sampling population. (V)

H.

Review the summary to determine that obsolete goods noted
during observation have been excluded or priced at net
realizable value. (V)

I.

Compare major item categories with the prior year's and
investigate material changes. (E, C, and V)
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_______

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIL INVENTORIES (NO PERPETUAL RECORDS) (Continued)
Done by

Procedures

J.

Date

W/P
Ref.

1. Determine the client's pricing method for raw materials and
select items for price testing from the sampling population
as follows: (V)

2. Compare prices to vendor invoices or price lists. If the
client uses the LIFO method, additional procedures for
testing base prices and computations should be designed and
performed. Determine that the method is consistent.
(V)

3. Perform price tests for all individually significant items of
raw materials that were included in test counts. (V)
K.

Review
price computations for work in process and
finished goods for propriety and consistency. (V)

L.

1. Support price computations for work in process by reference
to invoices, bills of materials and charges, and cost
accounting records as follows: (V)

2. Verify price computations for all individually significant
items of work in process and finished goods that were
included in test counts. (V)

M.

Determine that all classes of inventory have been subjected to
tests of replacement costs and/or net realizable value. (V)

TOB-22
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIL INVENTORIES (NO PERPETUAL RECORDS) (Continued)

Procedures

Done by

N.

Test, or prepare, an allocation of overhead to work in process
and finished goods. Determine if the method is consistent with
prior year's. (V and P)

O.

Determine that customers' goods have been excluded from
inventory. If material, consider confirming. (R)

Practice Tip
All confirmation requests should be mailed by the auditor.

P.

Determine if any inventory has been pledged. (P)

Q.

For significant amounts of inventory stored at outside locations,
consider performing the following procedures:

1. Review and test the owner's control procedures for investi
gating and evaluating the warehouseman's performance.
(E and C)
2. Obtain an independent auditor's report on the warehouse's
control procedures relevant to custody of goods and, if
applicable, pledging of receipts, or apply alternative
procedures at the warehouse to gain reasonable assurance
that information received from the warehouse is reliable.
(E and C)

3. Observe physical counts of the goods, if practicable and
reasonable. (E and C)
4. If warehouse receipts have been pledged as collateral,
confirm with lenders pertinent details of the pledged receipts
(on a test basis, if appropriate). (E and P)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIL INVENTORIES (NO PERPETUAL RECORDS) (Continued)
Done by

Procedures

Date

W/P
Ref.

5. Confirm goods out on consignment or at outside warehouse.
(E, R, and P)
R.

Additional procedures:

Prepared by:------------------------------------------------------- Date:------------------------------------------------

Date:

Reviewed by :
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIII. INVESTMENT SECURITIES

Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives
•

Existence—To determine that the entity owns the securities at the balance-sheet date and has physical
evidence of ownership (securities, receipts from responsible custodians, etc.) (assertions E, C, and
R)

•

Proper valuation—To determine that the market or other fair value of the securities has been
determined as objectively as practicable (assertion V)

•

Income recognition—To determine that related income, gains, and losses from the investment
securities is properly recorded and received (assertions C, R, and V)

•

Identification of restrictions—To determine that restrictions, pledges, or liens on any of the investment
securities and related liabilities are identified and adequately disclosed in the financial statements
(assertions E, C, R, and P)

•

GAAP conformity—To determine that the financial statement presentation and disclosure of
investment securities, including off-balance sheet items such as options and other derivative
instruments, and related income, gains, and losses are in conformity with GAAP consistently applied
(assertion P)

Procedures
A.

8/95

Done by

Review the results of the applicable section of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Program and assess
impact on tests of balances. (E, C, R, and V)

TOB-25

Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIII. INVESTMENT SECURITIES (Continued)
Done by

Procedures
B.

Obtain a list of securities at balance-sheet date, including
descriptions, number of shares, cost, carrying amount, and
market value. Foot and tie to the general ledger. Review
subsequent transactions to determine the completeness of the list.
(E and C)

C.

Examine securities on hand at the balance-sheet date and obtain
a receipt for their return. (E and R)

D.

Obtain confirmation of securities held by others at the balancesheet date. (E, C, and R)

Date

W/P
Ref.

Practice Tip
All confirmation requests should be mailed by the auditor.

E.

1. Determine that all debt and equity securities are
properly classified as held-to-maturity, available-for-sale, or
trading by reference to the nature of the security and
management’s ability and intention to hold. (P)

2. For debt securities classified as held-to-maturity:

a. Determine that they are valued at amortized cost.
(V)
b. Recalculate amortized cost. (E,C,V, and P)
3. For debt and equity securities classified as availablefor-sale:

a. Determine that they are valued at fair value and,
on a test basis, agree to third party market value
quotations. (E,C,V, and P)

TOB-26

8/95

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIIL INVESTMENT SECURITIES (Continued)

Procedures

Done by

Date

b. Recalculate unrealized gains and losses and
determine
that
they are
included
as
a
separate component of stockholders’ equity. (V and P)

4. For debt and equity securities classified as trading
securities:

a. Determine that they are valued at fair value and,
on a test basis, agree to third party market value
quotations. (E,C,V, and P)
b. Recalculate unrealized gains and losses and determine
that they are included in earnings. (Vand P)

5. Obtain a schedule of all sales of investment securities, by
category, and transfers between categories during the year
and determine whether they have been accounted for
properly. (Sales of held-to-maturity securities may "taint"
the entire category.) (C, V, and P)
F.

Examine brokers' advices and/or directors' approval for major
transactions during the period. (E and V)

G.

Obtain a list of all derivative transactions. (E and C)
1.

Examine evidence of the transactions and directors' ap
proval of the transactions. (E, C, and R)

2. Obtain confirmations of outstanding transactions as of year
end. (E)
_______
3. Review subsequent transactions to determine completeness
of the list. (C)
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_______

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
VIII. INVESTMENT SECURITIES (Continued)
Done by

Procedures

4. For disclosure purposes obtain and evaluate information
concerning significant individual or group concentrations of
credit risk. (P)
-----------

Date

-----------

W/P
Ref.

---------

5. Determine that any gains or losses have been properly
recorded. (V and P)
H.

Determine if any securities are pledged or restricted. (P)

I.

Ensure that all information needed for financial statement
disclosures has been accumulated and documented in the
workpapers. (Refer to the Small Business Audit Reporting and
Disclosure Checklist in Chapter 14.) (P)
-----------

J.

-----------

---------

Additional procedures:

Prepared by:

Date:

Reviewed by:

Date:

TOB-28
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
IX. PREPAID EXPENSES
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives
•

Proper recording—To determine that the balances represent costs that are properly allocable to future
periods in conformity with GAAP (assertions E, C, R, and V)

•

Support for additions—To determine that additions are adequately supported (assertions E, C, R, and
P)

•

Appropriateness of amortization—To determine that amortization is determined by a rational and
systematic method consistently applied (assertions V and P)

•

Recognition of impairment—To determine that any permanent impairment of balance is recognized
by writedowns charged to operations (assertions E, C, V, and P)

•

Proper classification—To determine that balances and related expenses are properly described and
classified in the financial statements (assertion P)

•

Disclosure of contingencies—To determine whether there are uninsured risks that should be
considered for disclosure (assertion P)

Done by

Procedures
A.

Review the applicable sections of the Small Business System's
Walk-Through Documentation Form and Small Business
Analytical Procedures Program, and assess the impact on tests
of balances. (E, C, R, and V)

B.

Obtain or prepare schedules of prepaid expenses; foot and tie to
general ledger. (E, C, and R).

C.

Confirm insurance policies in force with insurance agent or
broker. (P)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
IX. PREPAID EXPENSES (Continued)

Procedures

Done by

Date

W/P
Ref.

Practice Tip:

All confirmation requests should be mailed by the auditor.

Practice Tip:

Be alert for insurance confirmations indicating locations of
inventory. Trace locations listed to inventory totals to
determine that all locations have been included in the
inventory summary.

D.

Trace prepaid insurance schedule, on a test basis, to insurance
confirmation and insurance policy. (E, C, and V)

E.

Determine the adequacy of insurance coverage by comparison
with asset values, as determinable, and discussion with
management. (V)

F.

Investigate and support other prepaid expenses as considered
necessary. (E, C, and V)

G.

Additional procedures:

Prepared by:_________ _—- ----------------------------------- Date:------------------------------------------------

Reviewed by:___ _—---------------------------------------------- Date:------------------------------------------------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

X.

FIXED ASSETS

Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Existence—To determine that fixed assets exist and are owned by the entity (assertion E)

•

Appropriateness of additions—To determine that fixed asset additions are authentic, recorded at cost,
and properly distinguished from maintenance and repairs expense (assertions E, C, and R)

•

Recording of retirements—To determine that retirements of fixed assets, proceeds from salvage and
related cost to remove are properly recognized (assertions E, C, and V)

•

Appropriateness of depreciation—To determine that a proper amount of depreciation expense is
allocated to the period based on the asset cost, estimated life and salvage, and use of acceptable
methods consistently applied, and adequately presented in the financial statements (assertions V and
P)

•

Recoverable value—To determine that the net carrying value as presented in the financial statements
is expected to be recoverable through the ordinary course of business (assertion V)

•

Identification of encumbrances—To determine that any encumbrances and liens are identified and
adequately disclosed in the financial statements (assertion P)

•

Proper classification—To determine that significant amounts of idle fixed assets are properly stated,
classified and described (assertion P)

•

Proper disclosure—To determine that significant amounts of fully depreciated assets are considered
for disclosure (assertion P)
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
X. FIXED ASSETS (Continued)

Procedures

Done by

A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Program and determine
the impact on tests of balances. (E, C, R, and V)

B.

Obtain a schedule of fixed assets showing cost, accumulated
depreciation, and amortization by beginning balance, additions,
retirements, and ending balances. Foot and tie to the general
ledger. (E, C, V, and P)

Date

W/P
Ref.

Practice Tip:

If the client has offices in different states, be sure to itemize
fixed assets to aid in allocation for income tax calculations and
returns.

C.

Obtain detailed schedules of additions and retirements, and—
1. Foot and tie to fixed asset schedule. (C)

-----------

2. Vouch major additions to vendors' invoices, construction
cost records, titles or deeds, or contracts to determine that
fixed assets are properly recorded. (E and V)
-----------

3. Physically inspect
deeds, licenses, etc. (E)

assets and/or examine tax bills,
-----------

4. Determine that the capitalization policy is consistently
applied. (V and P)
-----------

D.

Obtain or prepare a schedule of gains and losses on sales of
fixed assets. Foot and tie to the general ledger. Trace major
amounts to supporting documents and records and review for
reasonableness. (E, V, and P)
-----------

E.

Review repairs and maintenance, supplies, small tools, and other
expense accounts for any assets that should be capitalized. (V)

TOB-32
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
X. FIXED ASSETS (Continued)

Procedures

Done by

F.

Determine the carrying amount of assets pledged on notes or
other indebtedness. (P)

G.

Determine the cost of any significant fully depreciated assets
being carried in the accounts, and if meaningful for disclosure.
(P)
-----------

H.

Determine that any impairment of value of fixed assets has been
properly recognized. (V)

I.

If the entity has adopted SFAS No. 121 and any events or
changes in circumstances have occurred indicating that the
carrying amount of a long-lived asset may not be recoverable:

Date

-----------

W/P
Ref.

---------

1. Determine if an impairment loss should be recognized. [An
impairment loss should be recognized if the carrying amount
of an asset exceeds estimated future cash flows
(undiscounted and without interest charges).]
a.

Review the estimate of future cash flows for
mathematical accuracy and, through discussion with
management and review of any supporting
documentation, determine that assumptions used are
reasonable.

2. If an impairment loss should be recognized, test the
calculation of the loss. [Impairment loss is measured as the
amount by which the asset's carrying amount exceeds its fair
value.]
a. Test the fair value used in the calculation by vouching
to quoted market prices or by reviewing the valuation
technique used.

b. If the fair value is based on the present value of
estimated future cash flows, test for mathematical
accuracy and ensure that the assumptions used in the
present value calculation, including the discount rate,
are reasonable.

J.

Inquire about any significant expansion plans. (P)

K.

Review rental income and expense accounts to determine that
leased and subleased assets are properly recorded. (P)
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
X. FIXED ASSETS (Continued)
Done by

Procedures
L.

Read client's depreciation schedules for consistency of methods
and reasonableness. Test a selection of
computations.
Agree schedule to general ledger. (V and P)

M.

Review lease agreements to determine if leases meet criteria for
capitalization. (E, R, and V)
-----------

N.

Gather and document information for report disclosure and tax
return preparation. (P)

O.

Consider and compute any capitalized interest. (V)

P.

Additional procedures:

Date

-----------

W/P
Ref.

---------

Prepared by:___ .___ ._____________________________ Date:------------------------------------------------

Reviewed by:------------------------------------------------------- Date:------------------------------------------------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XL INVESTMENTS AND OTHER ASSETS

Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives:

•

Existence—To determine that the entity owns the investments at the balance-sheet date and has
physical evidence of ownership (securities, receipts from responsible custodians, etc.) (assertions E,
C, and R)

•

Proper valuation—To determine that the fair value of the investments has been determined as
objectively as practicable (assertion V)

•

Income recognition—To determine that related income from the investments is properly recorded and
received (assertions C, R, and V)

•

Restrictions—To determine that restrictions, pledges, or liens on any of the investments and related
liabilities are identified and adequately disclosed in the financial statements (assertions E, C, R, and
P)

•

GAAP conformity—To determine that the financial statement presentation and disclosure of
investments and related income (classification; amounts such as cost, share of equity, etc.) is in
conformity with GAAP consistently applied (assertion P)

Procedures

Done by

A.

Review the results of the applicable sections of the Small
Business Systems' Walk-Through Documentation Form and
Small Business Analytical Procedures Program and assess the
impact on tests of balances. (E, C, R, and V)

B.

Obtain schedules of investments and other assets, foot, and agree
to the general ledger. (E and C)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XL INVESTMENTS AND OTHER ASSETS (Continued)
Done by

Procedures
C.

Date

W/P
Ref.

Confirm—
1.

Securities held by others. (E and C)

2.

Cash surrender value of life insurance. (V)

Practice Tip:
All confirmation requests should be mailed by the auditor.

D.

For life insurance, reconcile prepaid premiums at the beginning
of period, premiums paid, and increase in cash surrender value
with life insurance expense. (V)
-----------

E.

Review ___ calculations of investment earnings and related
accruals for reasonableness. (V)

-----------

F.

Examine documentation supporting investment transactions
during the year. (E, R, and V)
-----------

G.

For investments, determine the current value at the balance-sheet
date and at the report date. Challenge carrying amounts. (V)

H.

I.

----

If investments are carried on the equity method—
1.

Determine the company's equity in net assets at year end,
earnings (losses), and distributions for the year based on
audited information.
-----------

2.

Obtain a reconciliation of intercompany transactions and
balances. Determine reasonableness.
-----------

3.

Check the computation of amortization of cost over book
value.
(V)

Determine if any investments are pledged or restricted. (P)

TOB-36
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XL INVESTMENTS AND OTHER ASSETS (Continued)
Procedures

Done by

J.

For consolidated statements, determine whether the presentation
is appropriate. (P)

K.

Additional procedures:

Prepared by:Date:

Reviewed by:Date:
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

XII. DEFERRED CHARGES AND INTANGIBLES
Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Proper recording—To determine that the balances represent costs that are properly allocable to future
periods in conformity with GAAP (assertions E, C, R, and V)

•

Support for additions—To determine that additions are adequately supported (assertions E, C, R, and
P)

•

Appropriateness of amortization—To determine that amortization is determined by a rational and
systematic method consistently applied (assertions V and P)

•

Recognition of impairment—To determine that any permanent impairment of balance is recognized
by writedowns charged to operations (assertions E, C, V, and P)

•

Proper classification—To determine that balances and related expenses are properly described and
classified in the financial statements (assertion P)

Procedures
A.

B.

C.

Done by

Date

W/P
Ref.

Review results of the applicable sections of the Small Business
System's Walk-Through Documentation Form and Small
Business Analytical Procedures Program and assess the impact
on tests of balances. (E, C, R, and V)

-----------

-----------

---------

Obtain schedules of deferred charges and intangibles, foot, and
reconcile to the general ledger. (E, C, and V)

-----------

-----------

---------

Examine documentation supporting major transactions during the
year. (E, R, and V)

-----------

-----------

---------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XII. DEFERRED CHARGES AND INTANGIBLES (Continued)
Procedures

Done by

D.

Review capitalization policies and amortization computations as
considered necessary. (V)

E.

Determine if there has been any permanent impairment of
carrying amounts. (V)

F.

Determine any required disclosures. (P)

G.

Additional procedures:

Prepared by:Date:

Reviewed by:Date:
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W/P
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

XIII. ACCOUNTS PAYABLE
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Existence—To determine that accounts payable represent authorized current obligations (assertions
E and C)

•

Proper classification—To determine that amounts included in accounts payable are properly classified
(assertion P)

•

Completeness of obligations—To determine that accounts payable include all significant current
obligations (assertions C, R, and V)

Done by

Procedures
A.

Review results of the applicable sections of the Small Business
System's Walk-Through Documentation Form and Small
Business Analytical Procedures Program and assess the impact
on tests of balances. (E, C, R, and V)

B.

Obtain or prepare a list of accounts payable, foot, and reconcile
to general ledger. (E and C)

C.

Segregate amounts due to officers, employees, stockholders,
affiliates, and other related parties. (P)

D.

Send confirmation requests to__ major suppliers and selected
other accounts with zero balances. Reconcile and follow up on
differences. (E, C, and R)

Date

W/P
Ref.

Practice Tip:
All confirmation requests should be mailed by the auditor.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIII. ACCOUNTS PAYABLE (Continued)

Done by

Procedures
E.

Trace large debit balances to credit memos and/or purchase
return authorizations. (E, R, and V)

F.

Investigate any disputed items that have not been recorded. (C
and R)

G.

Consider reclassification and confirmation of material debit
balances. (P)

H.

Additional procedures:

Date:

Prepared by:

Reviewed by:Date:
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

XIV. ACCRUED EXPENSES, INCOME TAXES AND OTHER LIABILITIES
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Amount reasonable—To determine that the provision for income taxes is reasonable (assertions E,
C, R, and V)

•

Amount comparable to amount to be paid—To determine that the liability for accrued income taxes
is adequate and not excessive in relation to amounts reasonably expected to be payable (assertions R
and V)

•

Temporary differences recognized—To determine that deferred income taxes represent the effect of
temporary differences (assertions E, C, and V)

•

Proper classification—To determine that income tax provisions, accruals, and deferrals are properly
described and classified in conformity with GAAP consistently applied (assertion P)

•

Liabilities completeness—To determine that expense accounts include costs and expenses applicable
to the period (assertions E, C, and P)

•

GAAP conformity—To determine that all contingencies and estimated future expenses that should be
accrued have been accrued, classified, and described in accordance with GAAP consistently applied
(assertions E, C, R, V, and P)

Procedures
A.

B.

C.

Done by

Date

W/P
Ref.

Review results of the applicable sections of the Small Business
System's Walk-Through Documentation Form and Small
Business Analytical Procedures Program and assess the impact
on tests of balances. (E, C, R, and V)

-----------

-----------

---------

Obtain or prepare schedules of all accrued expenses and other
liabilities, foot, and agree to the general ledger. (E and C)

-----------

-----------

---------

Examine subsequent payments and supporting documents such
as tax returns, depository receipts, tax receipts, etc. (E, C,
and R)

-----------

-----------

---------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIV. ACCRUED EXPENSES, INCOME TAXES AND OTHER LIABILITIES (Continued)
W/P
Procedures
Done by
Date
Ref.
D.

Obtain copies and amendments for all pension plans. Confirm
pension information with actuaries, insurance companies or other
trustee. (V and P)

E.

Obtain a copy of the actuarial report and/or trustee's pension
fund report and determine:

F.

1.

Actuarial information agrees with client's records.
(V and P)

2.

The accounting and funding policies, and employee groups
covered by the plans. (P)

3.

Adequate provision has been made for current obligations.
(V)

4.

Pension cost provisions agree. (V)

5.

Report disclosure information is available. (P)

----------- -------------- ------------

Obtain and verify disclosure information for pension plans and
vouch expense for the period.

1.

For defined contribution plans:
a. If applicable, obtain copy of trustee's fund report.
Consider confirming contents of report with trustee.
(E, C, and R)

b. Ascertain if there have been any adoptions or amend
ments of plans during the period and obtain copies.
Note for financial statement disclosures and:
(E, C, R, V, and P)

(1.) Agree expense to minutes, when applicable. (R
and V)
(2.) Verify computations, where applicable. (E and C)
c. Where applicable, test employee data. Test should con
sist of analytical and other procedures as considered
necessary. (E, C, R, and V)
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIV. ACCRUED EXPENSES, INCOME TAXES AND OTHER LIABILITIES (Continued)
W
Procedures
Done by
Date
Ref.
2.

For defined benefit plans obtain the following, where
applicable:

a. Copy of actuarial report as of a date no earlier than
three months prior to balance-sheet date.

b. If applicable, copy of trustee's report.
c. Form 5500 for prior year and for current year, if
already prepared.

d. Actuary's certificate on Schedule B for Form 5500 for
prior year and for current year if already prepared.
e. Plan document(s).

3.

4.

5.

f. Census and plan asset date given to actuary. (E, C, and
R)

-----------

-----------

---------

Consider confirming contents of Trustee report with
Trustee. (E, R, and V)

-----------

-----------

---------

Reconcile aggregate census data, such as number of em
ployees covered, compensation, to amounts shown in the
actuarial valuation report or if not in the report, consider
obtaining confirmation of such data from the actuary. (E
and C)
-----------

-----------

---------

For selected employees, check census data (age, sex, mari
tal status, current pay, term of employment, benefit elec
tion, etc.) to payroll records. [Check only those data
important to the valuation. If analytical review of data and
valuation report appear reasonable, a sample of 15 will
generally be acceptable. If not, a sample up to 40 may be
required.] (E, C, R, and V)
-----------

-----------

---------

6.

Based on plan documents, make appropriate tests to deter
mine whether all eligible employees are included in the
census data provided to the actuary. (E and C)

7.

Reconcile plan assets per the trustee's report to amounts
shown in the actuarial valuation report. (E and C)
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIV. ACCRUED EXPENSES, INCOME TAXES AND OTHER LIABILITIES (Continued)

Procedures

Done by

Date

W/P
Ref.

-----------

---------

8. Ascertain that actuary is professionally qualified. (Member
ship in the Society of Actuaries, the Conference of Actuar
ies in Public Practice, American Academy of Actuaries is
usually sufficient to indicate that actuary is qualified.)
Document conclusions. (V)

9. Inquire as to any relationships between the actuary and the
client that would impair independence.
Document
conclusions. (V)
10. Review the actuary's most recent certificate on Schedule B,
Form 5500, and determine the reasons for qualifications
expressed, if any. Document conclusions. (V)
11. Ascertain if there have been any adoptions or amendments
of plans during the period. Obtain copies of any and note
for financial statement disclosure. (E, C, V, and P)

12. Review the latest plan document and compare with key pro
visions included in the actuarial valuation report. If the
report does not include a description of key plan provi
sions, it may be necessary to confirm the actuary's under
standing of such provisions. (E and C)
13. Vouch the payment of the prior year's accrual to determine
that it was paid prior to the filing of the year tax return. (If
not paid at the tax return due date, or extended due date,
the bank loses its tax deduction.) (E and C)
14. Trace the authorization for the contribution to the plan to
the board of directors' minutes, or obtain the management
representation in the representation letter. (R)
15.

16.

8/95

Inquire of the client as to any intent to terminate the plan.
(E)

Obtain and check disclosure information.
cial Statements and Notes Checklist.) (P)

(See Finan
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIV. ACCRUED EXPENSES, INCOME TAXES AND OTHER LIABILITIES (Continued)
W/P
Procedures
Done by
Date
Ref.
17. If not previously audited, obtain net transition obligation
computations and agree amounts to actuarial report,
trustees report, or other evidential sources. Recheck
compensation. (V and P)

18. Obtain calculation of pension cost for the current period
and agree components to actuarial report or trustee's
report. (V and P)
19. Determine that a liability is recorded for unfunded accrued
pension cost whenever the bank's contribution is less than
its related expense or that prepaid pension costs is recorded
when the amount funded exceeds the related expenses. (V
and P)
-----------

-----------

---------

-----------

---------

20. Determine that an additional liability is recorded equal to
the excess, if any, of the accumulated benefit obligation
over the fair value of plan assets. (Similar assets are not
recorded except when the excess follows a business combi
nation treated as a purchase.) (V and P)
21. Prepare conclusion memo as to whether or not audit
objectives have been met and accordingly whether or not
the pension and related accounts are fairly stated for
inclusion in the (consolidated, if applicable) financial
statements in accordance with generally accepted
accounting principles.
(If not, document details of
exception.) (E, C, R, V, and P)
-----------

G.

H.

Test the calculations of accrued expenses and examine support as
considered necessary. (V)

-----------

-----------

---------

Discuss with management any accrued expenses or liabilities at
the last balance-sheet date not provided for currently. Be alert
for unrecorded liabilities such as warranty costs, legal fees,
compensated absences, etc. (C and R)

-----------

-----------

---------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIV. ACCRUED EXPENSES, INCOME TAXES AND OTHER LIABILITIES (Continued)
W/P
Procedures
Done by
Date
Ref.

I.

Obtain or prepare an analysis of all balance sheet and earnings
statement income tax accounts, foot, and tie to the general
ledger. Examine supporting documents and challenge for
reasonableness. (C, R, and V)

J.

Review the reconciliation of earnings (losses) per books with the
tax returns and the computation of current and deferred income
tax expense and liabilities. Determine that deferred taxes have
been accounted for as required by GAAP. (V)

K.

Determine any reconciliations between pretax earnings and
income tax expense that should be disclosed. (P)

L.

Investigate the status of any unsettled prior years' tax matters.
Determine the impact of prior years' settlements on the current
year. (C and V)

M.

Review a schedule of net operating loss carryovers and unused
tax credits for propriety. (P)

N.

Obtain a tax department review of the income tax working
papers. (V and P)

O.

Obtain the following income tax disclosure information:

P.

Q.

8/95

1.

Classification of deferred taxes on the balance sheet.

2.

Composition of provision, that is, amounts of taxes
currently payable and deferred.

3.

Prior-period adjustment allocations.

4.

Tax benefits of loss and credit carryovers.
(P)

Compute, or obtain and test the client's computation of, deferred
tax assets and liabilities to determine conformance with SFAS
No. 109.
----------For deferred tax assets, determine the likelihood that all or part
of the recorded amount will not be realized.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIV. ACCRUED EXPENSES, INCOME TAXES AND OTHER LIABILITIES (Continued)
W/P
Procedures
Done by
Date
Ref.

R.

If it is determined that it is more likely than not that all or part
of the deferred tax asset will not be realized, evaluate the
adequacy of the valuation allowance account by performing the
following:

1. Review and test the process used by management to develop
the estimate, or develop an independent expectation of the
estimate, to corroborate the reasonableness of management's
estimate.

2. Determine whether any subsequent events or transactions
have occurred prior to the completion of field work that
could affect the adequacy of the valuation allowance.

S.

Consider additional tax liabilities to any states in which the client
does business. (C and R)

T.

Additional procedures:

Prepared by:Date:
Reviewed by:Date:
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XV. NOTES PAYABLE AND LONG-TERM DEBT

Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Existence—To determine that notes payable and long-term debt are authorized, properly classified,
and described in the financial statements (assertions R and P)

•

Recording in the proper period—To determine that liabilities are recorded in the proper period at the
correct amounts (assertions E, C, and V)

•

Recognition of expense—To determine that related interest expense (including discount or premium)
is accounted for in conformity with GAAP consistently applied (assertions C and P)

•

Adequacy of disclosure—To determine that the financial statements include adequate disclosure of
restrictive covenants of loan agreements, pledged assets, etc. (assertion P)

Done by

Procedures
A.

Review the applicable sections of the Small Business Sys
tem's Walk-Through Documentation Form and Small Business
Analytical Procedures Program and assess the impact on tests of
balances. (E, C, R, and V)

-----------

Date

W/P
Ref.

-----------

---------

B.

Obtain or prepare a schedule of notes and related interest
expense showing beginning balances, additions, payments,
ending balances, and all terms of borrowing and payment.
Recompute the mathematical accuracy of the schedule and
reconcile to the general ledger. (E and C)

C.

Obtain or prepare copies of all notes and related agreements for
the permanent file. (E, R, and V)
-----------

-----------

---------

Examine notes canceled during the period or related evidence of
payment. (C and R)
-----------

-----------

---------

Confirm significant balances outstanding at any time during the
period. (E, R, and V)
-----------

-----------

---------

D.
E.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XV. NOTES PAYABLE AND LONG-TERM DEBT (Continued)

Done by

Procedures

Date

W/P
Ref.

Practice Tip:
All confirmation requests should be mailed by the auditor.

F.

Examine loan agreements and review compliance with restrictive
covenants. (P)

G.

Determine if any assets are subject to lien and obtain carrying
amounts for disclosure. (P)

H.

Examine notes for any guarantees. Be alert for related-party
guarantees. All guarantee relationships should be disclosed. (P)

I.

Separate short-term notes and the current portion of long-term
debt for report classification. Categorize by type of lender
(related-party, banks, loan company, etc.). Prepare or obtain
schedule of five-year maturities for all long-term obligations.
(P)

J.

Consider the need to impute interest on noninterest-bearing
notes. (V)

K.

Review the computation of, or recompute, balances in
capitalized lease obligations accounts. Gather information for
financial statement disclosure. (V and P)

L.

Additional procedures:

Prepared by:

Date:

Reviewed by:

Date:
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

XVI. CONTINGENT LIABILITIES, CONTRACTS, AND COMMITMENTS
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives

•

Contingencies exist—To determine the existence of any contingencies arising from litigation, claims,
and assessments that affect the financial statements or disclosures (assertions E, C, R, V, and P)

•

Contracts exist—To determine the existence of any contracts affecting the financial statements or
disclosures (assertions E, C, R, V, and P)

•

Commitments exist—To determine the existence of any commitments affecting the financial statements
or disclosures (assertions E, C, R, V, and P)

•

Proper recording and disclosure—To determine that the financial statements include proper accruals
and/or disclosure of the contingencies and commitments (assertion P)

Procedures

Done by

A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form, and
Small Business Analytical Procedures Program, and assess
impact on tests of balances. (E, C, R, and V)

B.

Discuss with management its description and evaluation of
possible and existing litigation, claims, and assessments,
including violations of laws. (E, C, R, V, and P)

C.

Inquire of management as to agreements for anticipated future
expenditures such as purchase orders, leases, employee benefit
plans, plant expansion or improvement arrangements, etc. (E,
C, R, and P)

D.

Examine all available documents concerning these matters. (E,
C, R, V, and P)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XVI. CONTINGENT LIABILITIES, CONTRACTS, AND COMMITMENTS (Continued)

Done by

Procedures

E.

Date

W/P
Ref.

Request a letter from the client's attorneys regarding
contingencies, commitments, and other matters. Investigate
reasons for any changes in legal counsel. (C, R, V, and P)

Practice Tip:

All confirmation requests should be mailed by the auditor.

F.

Review minutes of directors' meetings and discuss all pertinent
items with management. Summarize or copy, and agree to ap
plicable working papers. (C, R, V, and P)

G.

Analyze legal expense for any undisclosed matters. (C, R, V,
and P)

H.

Obtain a schedule of any purchase contracts or commitments.
(C, R, V, and P)

I.

Determine whether the entity has any commitments with offbalance-sheet risk (i.e., financial guarantees and letters of credit
at floating rates). For any such commitments, complete steps
G.l through 5 of Section VIII, Investment Securities.

J.

Investigate any product warranties. (V and P)

K.

Obtain or prepare a schedule of open letters of credit. (P)

L.

If considered necessary, obtain Uniform Commercial Code
information and agree to notes payable and debt working papers.
(P)
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XVI. CONTINGENT LIABILITIES, CONTRACTS, AND COMMITMENTS (Continued)

Done by

Procedures
M.

Additional procedures:

Date:

Prepared by:

Reviewed by:Date:
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XVII. STOCKHOLDERS' EQUITY

Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Proper authorization and classification—To determine that all transactions and commitments (options,
warrants, rights, etc.) are properly authorized and classified (assertions E, C, R, V, and P)

•

Proper recognition and cutoff—To determine that all transactions and commitments are recorded at
correct amounts in the proper period (assertions E, C, and P)

•

GAAP conformity—To determine that all transactions and balances are presented in the financial
statements in conformity with GAAP consistently applied and accompanied by adequate disclosures
(assertion P)

Procedures

Done by

Date

W/P
Ref.

A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Program, and assess
impact on tests of balances. (E, C, R, and V)

B.

Update or obtain a listing of all capital stock authorized, issued,
and outstanding; treasury stock; and all equity accounts
transactions during the year. Foot and tie to the general ledger.
(E, C, R, V, and P)
-----------

-----------

---------

Examine minutes, bylaws, articles of incorporation, or other
documents in support of transactions. (E, R, V, and P)
-----------

-----------

---------

C.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XVII. STOCKHOLDERS’ EQUITY (Continued)
Done by

Procedures

D.

Verify outstanding stock by agreeing open stubs in the stock
certificate book to the listing or confirm with the transfer agent
the total issued shares and the total shares issued in the
company's name. Determine that surrendered certificates have
been canceled and accounted for. (E, C, R, and P)

Practice Tip:
All confirmation requests should be mailed by the auditor.

E.

Inspect or confirm treasury stock certificates. (C and R)

F.

Determine and document any restrictions on equity accounts.
(P)

-----------

G.

Inquire about any options, warrants, and stock purchase plans at
the balance-sheet date. (P)

H.

Obtain information for each class of stock concerning
preferences, dividend requirements and arrearages, redemption
or conversion rights, and call provisions for disclosure. (P)

I.

Trace the opening balance of each equity account to the
beginning balance sheet. (E)

J.

Determine that declared and unpaid dividends are properly
recorded. Compare paid dividends to directors' minutes. (E,
C, R, V, and P)

K.

Examine supporting documents and authorizations for all other
transactions in retained earnings for appropriateness. (E, V, and
P)
-----------
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Date

W/P
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XVII. STOCKHOLDERS’ EQUITY (Continued)

Done by

Procedures
L.

Date

W/P
Ref.

Additional procedures:

Prepared by:------------------------------------------------------- Date:-----------------------------------------------Reviewed by:------------------------------------------------------- Date:------------------------------------------------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XVIII. RELATED-PARTY TRANSACTIONS

Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Proper recognition—To identify related parties and related-party transactions (assertion E and C)

•

Proper recording—To determine that the substance of such transactions is reflected in the accounts
(assertions C, R, and V)

•

Proper disclosure—To determine that all necessary information is obtained for footnote disclosure
(assertions C and P)

Done by

Procedures

A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Program, and assess
impact on tests of balances. (E, C, R, and V)

B.

Make inquiries of management about related parties, obtain
related-party confirmations if applicable, and inquire about any
recorded or unrecorded transactions during the year. (E, C, R,
V, and P)

Practice Tip:
All confirmation requests should be mailed by the auditor.

C.

Obtain names of stockholders and directors for evidence of
related-party transactions. (E and C)

D.

Review last year's working papers for evidence of related-party
transactions. (E and C)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XVIII. RELATED-PARTY TRANSACTIONS (Continued)

Date

W/P
Ref.

-----------

-----------

---------

1. Business purpose (V and P)

-----------

-----------

---------

2. Board of directors' approval (P)

-----------

-----------

---------

Done by

Procedures
E.

Investigate transactions with major customers, suppliers, and
lenders for undisclosed relationships. (E and C)

F.

Review minutes of stockholders' and directors' meetings for
evidence of related parties. (E and C)

G.

Be alert for potential related-party transactions while examining
confirmations of receivables and payables, unusual transactions,
and attorneys' letters. (E and C)

H.

Obtain a list of major customer sales during the year and
amounts of receivables at year end. Foot and agree to detail
client records. Consider disclosure. (E, C, and P)

I.

Examine supporting documents of significant related-party
transactions to determine—

3. Reasonableness and consistency of amounts to be disclosed
(VandP)
----------4. Financial capabilities of related parties (V and P)

J.

-----------

-----------

---------

-----------

---------

Additional procedures:

Prepared by:

Date:

Reviewed by:

Date:
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIX. SALES

Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Proper recognition—To determine that revenue transactions represent consideration applicable to
goods shipped and/or completed services rendered to customers (or clients) in the normal course of
business during the period (assertions E, R, V, and P)

•

Realization of revenue—To determine that revenue transactions have resulted in collections or bona
fide receivables (assertions E and C)

•

Recording of revenue—To determine that all revenues earned during the period are recorded and
included in the financial statements (assertions E, C, and P)

•

Proper classification—To determine that revenues are properly classified and described in the
financial statements and accompanied by adequate disclosure (assertions V and P)

Done by

Procedures
A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Program and assess
impact on tests of balances. (E, C, R, and V)

B.

Review the source journal for any large or unusual sales
transactions, especially near year end. Examine invoice and
shipping document. (E, R, and V)

C.

Randomly select___ shipping orders prepared at various times
during the year. Obtain related sales invoice, and trace to the
sales journal. (C)

D.

Determine proper income recognition when the right of return
exists. (E, R, and V)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XIX. SALES (Continued)

Done by

Procedures
E.

Determine that any product financing arrangements are
accounted for properly. (E, R, V, and P)

F.

Determine that sales of extended warranty and product
maintenance contracts are accounted for properly. (E, R,
and V)

G.

Determine that bill and hold sales are accounted for properly.
(E, R, and V)

Date

W/P
Ref.

Practice Tip:

If the client has offices in different states, be sure to itemize
sales to aid in allocation for income tax calculations and
returns.
H.

Additional procedures:

Prepared by: ------------------------------------------------------- Date:------------------------------------------------

Reviewed by:_____________________________________ Date:------------------------------------------------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XX. COST OF GOODS SOLD

Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives
•

Proper recording—To determine that costs of goods sold are properly allocable to the period
(assertions E, C, and V)

•

Proper recognition—To determine that all costs have been recognized (assertions E, C, R, and V)

•

GAAP conformity—To determine that costs of goods sold are recorded in conformity with GAAP
consistently applied (assertion P)

•

Proper classification—To determine that costs of goods sold are appropriately classified and described
in the statement of income (assertion P)

Procedures

Done by

A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Program, and assess
impact on tests of balances. (E, C, R, and V)

B.

If major, unexplained variances exist, scan entries in source
journals and investigate timing, size and method of recording
unusual items. Discuss findings with management. (E, C, V,
and P)

C.

Calculate gross profit percentages by product line. Compare
them to prior year amounts and investigate any unusual
fluctuations. (E, C, R, and V)
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Date

W/P
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XX. COST OF GOODS SOLD (Continued)

Done by

Procedures

D.

Date

W/P
Ref.

Additional procedures:

Prepared by:Date:-----------------------------------------------

Reviewed by:Date:-----------------------------------------------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XXL OTHER REVENUES AND EXPENSES

Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)

Objectives:

•

Proper recording—To determine that other revenues and expenses are properly allocable to the period
(assertions E, C, and V)

•

Proper recognition—To determine that other revenue and expenses have been recognized (assertions
E, C, R, and V)

•

GAAP conformity—To determine that the income statement is prepared in conformity with GAAP
consistently applied (assertion P)

•

Proper classification—To determine that other revenues and expenses are appropriately classified and
described in the income statement (assertion P)

Done by

Procedures
A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Programs and assess the
impact on tests of balances. (E, C, R, and V)

B.

Obtain or prepare schedules of other revenues and expenses,
foot, tie to general ledger, and investigate large or unusual
items. (E, V, and P)

Practice Tip:
Be alert to potential mispostings in other revenue and expense
accounts. Clients often post tax payments to miscellaneous
expense accounts because there is no general ledger account
set up for the payments.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XXL OTHER REVENUES AND EXPENSES (Continued)
Done by

Procedures

C.

Vouch as considered necessary. (E, C, and V)

D.

Additional procedures:

Date

W/P
Ref.

Prepared by:------------------------------------------------------- Date:------------------------------------------------

Date:

Reviewed by:

TOB-64

8/95

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XXII. EXPENSE ACCOUNT ANALYSIS AND VOUCHING
Financial Statement Assertions

Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Proper recording—To determine that reported expenses include costs that are properly allocable to
the period and are properly matched with revenues (assertions E, C, and V)

•

Proper recognition—To determine that all costs and expenses (including losses) that should be
recognized have been recognized (assertions E, C, R, and V)

•

Proper classification—To determine that extraordinary items have been properly classified and
disclosed (assertions E and P)

•

GAAP conformity—To determine that the income statement is prepared in conformity with GAAP
consistently applied (assertions V and P)

•

Proper classification—To determine that costs and expenses are appropriately classified and described
in the income statement (assertion P)

Procedures

Done by

A.

Review the results of the applicable sections of the Small
Business System's Walk-Through Documentation Form and
Small Business Analytical Procedures Program, and assess the
impact on tests of balances. (E, C, R, and V)

B.

Scan source journals for large or unusual transactions and de
termine that they are properly recorded. (E, C, R, V, and P)
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Date

W/P
Ref.

SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XXII. EXPENSE ACCOUNT ANALYSIS AND VOUCHING (Continued)

Procedures

C.

Done by

Date

W/P
Ref.

-----------

---------

Obtain, foot, and tie to general ledger, detailed analyses of
charges and credits to expense accounts for the following:
1. Officers' salaries and bonuses.
directors' authorization.

Determine board of

2. Officers' expenses (for tax return).
3. Contributions (tax-deductible).

-----------

4. Taxes.

5. Travel and entertainment expenses.
documentation.

Look for adequate
----------- --------------

6. Property tax expense (for unrecorded property).

-----------

---------

-----------

---------

7. Miscellaneous expense. Look for large or unusual items.
8. Other accounts:

(E, C, R, V, and P)

Practice Tip:

An analysis of trial balance expense accounts can prove to be
a valuable tool for both the audit and any tax engagements you
have with the client. At tax time it's always beneficial to have
the details of expenses required to prepare the client's tax
return. It will always save you time (and money) to prepare
these schedules during the audit engagement.
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XXII. EXPENSE ACCOUNT ANALYSIS AND VOUCHING (Continued)
Procedures

Done by

D.

As considered necessary, obtain supporting vendor invoices or
other documentation to determine that charges or credits to the
accounts above apply to the company and are recorded at the
proper amount in the proper period. (E, C, R, and V)

E.

Additional procedures:

Date:

Prepared by:

Reviewed by:Date:
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

XXIII. PAYROLL
Financial Statement Assertions
Existence or occurrence (E)
Completeness (C)
Rights and obligations (R)
Valuation or allocation (V)
Presentation and disclosure (P)
Objectives

•

Proper recording—To determine that reported payroll expenses are properly allocable to the period
(assertions E, C, and V)

•

Proper recognition—To determine that all payroll expenses which should be recognized have been
recognized (assertions E, C, R, and V)

•

GAAP conformity—To determine that the income statement is prepared in conformity with GAAP
consistently applied (assertion P)

•

Proper classification—To determine that payroll expenses are appropriately classified and described
in the income statement (assertion P)

Done by

Procedures

A.

Review the applicable section of the Small Business System's
Walk-Through Documentation Form and Small Business
Analytical Procedures Program, and assess the impact on tests
of balances. (E, C, R, and V)

B.

Scan source journals for unusual transactions to determine that
they are recorded properly. (E, C, R, and V)

C.

Prepare a schedule of monthly payroll costs by department. (E,
C, R, V, and P)

Date

W/P
Ref.

Practice Tip:

If the client has offices in different states, be sure to itemize
payroll expense to aid in allocation for income tax calculations
and returns.

_________________ I
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XXIII. PAYROLL (Continued)
Done by

Procedures

D.

Compare schedules to prior periods, budget, and production re
cords and investigate significant fluctuations. (E, C, R, and V)

E.

Reconcile gross wages on payroll tax returns to general ledger.
(E, C, R, and V)

F.

Additional procedures:

Prepared by:

Date:

Reviewed by:Date:
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM

XXIV. RISK AND UNCERTAINTIES

Financial Statement Assertion
Presentation and disclosure (P)

Objective
•

GAAP conformity—To determine that disclosure of certain significant estimates and certain
concentrations is in conformity with GAAP consistently applied, (assertion P)

Done by

Procedures

A.

Obtain or prepare a listing of any estimates used in determining
the carrying values of assets and liabilities and gain and loss
contingencies that are sensitive to change. Using information
obtained in other audit areas and through inquiries of
management, determine that the listing is complete and accurate.
(P)

B.

Consider whether it is at least reasonably possible that a material
change in the estimate will occur in the near term. (P)

C.

If such a situation is identified, review support for the
calculation of the effect of the change. (P)

D.

Obtain or prepare a listing of the following types of
concentrations, if any, that existed at the balance-sheet date and
that make the entity vulnerable to risk of near-term severe
impact (severe impact is a higher threshold than materiality, but
less than catastrophic). Using information obtained in other audit
areas and through inquiries of management, determine that the
listing is complete and accurate:
• volume of business transacted with a particular customer,
supplier, or lender (P)
----------•

revenues from particular products or services (P)

• available sources of supply of materials, labor or services,
or of licenses or other rights used in operations (P)
----------•

market or geographic area in which the entity conducts its
operations (P)

TOB-70

Date
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---------

-----------

-----------

-----------

W/P
Ref.

---------

---------

-----------

---------
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SMALL BUSINESS TESTS OF BALANCES AUDIT PROGRAM
XXIV. RISK AND UNCERTAINTIES (Continued)

Procedures

Done by

E.

Determine whether it is at least reasonably possible that an event
will occur in the near term that would cause the severe impact.
(P)

F.

Determine whether disclosures required by SOP 94-6 are
completely and accurately included in the financial statements.
(Refer to the Small Business Audit Disclosure and Reporting
Checklist in Chapter 14.) (P)

G.

Additional procedures:
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PJE-1
)

Current
Assets

Current
Liabilities

Noncurrent
Liabilities

BALANCE SHEET
Noncurrent
Assets

Total of known, estimated and projected misstatements columns.

\

Total effect of
unrecorded misstatements
from prior years

Journal Entry
Debit (Credit)

Equity

Known
misstatements

Estimated
misstatements

Projected
misstatements

INCOME STATEMENT

(continued)

*
TOTAL

___________________ _________________________________________________ ________________________________________________

o tal Unrecorded M isstatem ents (Page
T

W/P Ref

\

$ _______________________ _

Amount over which
misstatements should
be posted to this form:

-----------------------------------------------------------------------------------------------------Financial Statement Date:----------------------------------------------------------------------

page _

$ ________________________

Overall materiality limit:

Summary of Possible Journal Entries Form

PJE-2

,

Noncurrent
Assets

Current
Noncurrent
Assets
Liabilities

Reviewed by:

______________________________________________
(Engagement Partner)

Prepared b y : __________ ____________________________________ _____
(In-charge)

Date:____

Date:____

not ______ d o ______ materially affect the

Known
Equity

_____________

Estimated
misstatements
Projected
misstatements

INCOME STATEMENT

% of tax effected unrecorded
misstatements to net income

Net income

misstatements

Tax effected unrecorded

Tax effect on total unrecorded
misstatements (income statement)
**

Liabilities

Total of known, estimated and projected misstatements columns.
*
Apply the client’s effective tax rate to the total unrecorded misstatements
(income statement). Subtract the tax amount from the total unrecorded
misstatement amount for the tax effected amount.

Conclusion: The above misstatements do
financial statements

*

*

% of Total Unrecorded Misstatements to
Corresponding Financial Statement Amounts

Corresponding Financial
Statement Amounts

Cunent
Debit (Credit)

Totals from previous page

Journal Entry
W/P Ref

BALANCE SHEET

_____________

*
TOTAL
misstatements _____________

_______ _____________________________________________________________ ________________________________________________

Total Unrecorded Misstatements

page __\__

Summary of Possible Journal Entries Form (continued)

Consultation Form
Client:____________________________________________________________________________

Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This form should be completed by the engagement personnel for situations that require consultation under
the firm's quality control system. The consultant and engagement partner should sign the form to indicate
their agreement with the resolution. Any disagreements between engagement personnel and the consultant
should be resolved by the firm's managing partner.
Brief Summary of Issue

Important Facts

Resolution

Date:

Consultant Signature:

Prepared by:

Date:
(Engagement Staff)

Reviewed by:

Date:_____ _________________________

(Engagement Partner)
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CN-1

CLIENT REPRESENTATION LETTER
[Client Letterhead]

[Auditor's Report Date]

In connection with your audit of the financial statements of[client name] as
of[financial statement date] and for the[period] then ended, for the purpose
of expressing an opinion as to whether the financial statements present fairly the financial position, results
of operations, and cash flows of[client name] in conformity with
generally accepted accounting principles, we (I) confirm, to the best of our (my) knowledge and belief, the
following representations made to you during your audit:

1. We are (I am) responsible for the fair presentation in the financial statements of financial
position, results of operations, and cash flows in conformity with generally accepted accounting
principles.

2. We (I) have made available to you—
a.

All financial records and related data.

b. All minutes of meetings of shareholders, directors, and committees of directors, or
summaries of actions of recent meetings for which minutes have not yet been prepared.

c. Information relating to all statutes, laws, or regulations that have a direct effect on our
financial statements.
3. There have been no—

a.

Irregularities involving management or employees who have significant roles in the internal
control structure.

b. Irregularities involving other employees that could have a material effect on the financial
statements.

c. Communications from regulatory agencies concerning noncompliance with, or deficiencies
in, financial reporting practices that could have a material effect on the financial statements.
4. We (I) have no plans or intentions that may materially affect the carrying value or classification
of assets and liabilities.
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REP-1

Client Representation Letter
(Continued)

5. The following have been properly recorded or disclosed in the financial statements:
a. Related-party transactions and related amounts receivable or payable, including sales,
purchases, loans, transfers, leasing arrangements, and guarantees.

b. Capital stock repurchase options or agreements or capital stock reserved for options,
warrants, conversions, or other requirements.
c. Arrangements with financial institutions involving compensating balances or other
arrangements involving restrictions on cash balances and line of credit or similar
arrangements.

d. Agreements to repurchase assets previously sold.
e. Security agreements under the Uniform Commercial Code.

f.

Contractual obligations for purchases of assets.

g. Liens, encumbrances, or subordination of assets pledged as collateral in any way.
h. Subordination of any liabilities.
i.

All lease or rental obligations under long-term leases.

6. There are no—
a. Violations or possible violations of laws or regulations whose effects should be considered
for disclosure in the financial statements or as a basis for recording a loss contingency.

b. Other material liabilities or gain or loss contingencies that are required to be accrued or
disclosed by Statement of Financial Accounting Standards No. 5, Accounting for Contin
gencies.

7. There are no unasserted claims or assessments that our lawyer has advised us are probable of
assertion and must be disclosed in accordance with SFAS No. 5.

8. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.
9. Provision, when material, has been made to—
a. Reduce excess or obsolete inventories to their estimated net realizable value.

b. Reduce all investments for permanent declines in value.
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Client Representation Letter
(Continued)
10. The Company has satisfactory title to owned assets, and there are no such liens or encumbrances
on assets nor has any asset been pledged.

11. Provision has been made for any material loss to be sustained in the fulfillment of, or from
inability to fulfill, any sales commitments.
12. Provision has been made for any material loss to be sustained as a result of purchase
commitments for inventory quantities in excess of normal requirements or at prices in excess of
the prevailing market prices.

13. We (I) have complied with all aspects of contractual agreements that would have a material effect
on the financial statements in the event of noncompliance.
14. No events have occurred subsequent to the balance sheet date that would require adjustment to,
or disclosure in, the financial statements.

Very truly yours,

[Chief Financial Officer]

Notes to User:
The auditor should also consider obtaining representations regarding the following:
•

Events or changes in circumstances that result in impairment of long-lived assets, certain identifiable
intangibles, and related goodwill.

•

Significant risks and uncertainties.

8/95

REP-3

Tax Accrual/Provision Review Checklist
Client:____________________________________________________________________________
Financial Statement Date: ___________________________________________________________

INSTRUCTIONS:
This checklist documents the tax partner's and engagement partner's review of the income tax provision
and accruals, and the related financial statement disclosures. The Checklist should be completed by the
tax partner and reviewed by the engagement partner.
Done By

1. Review current file working trial balances, possible journal entries,
adjusting journal entries, eliminating journal entries, memoranda,
post-balance sheet review sections, legal letters, minutes, etc.

2. Review current file assets schedules—such as allowance for doubtful
accounts, inventory (including all LIFO calculations, if applicable),
prepaid items, deferred charges, plant and equipment (depreciation
methods, recapture, etc.).

3. Review current file liabilities and equity schedules—such as notes payable
to officers or shareholders, accrued liabilities, deferred credits, capital
stock, retained earnings, capital in excess of par values, etc.
4. Review operations files—such as revenues, costs of sales, general and
administrative expenses, selling expenses, and other income and expense.

5. Review and initial the following working papers: All tax provision/
accrual working papers, tax memoranda, LIFO calculations (if
applicable), other (please list).

6. Review tax-related notes to financial statements and other tax-related
financial statement disclosures—such as LIFO disclosures.
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Date

TAX ACCRUAL/PROVISION REVIEW CHECKLIST
(Continued)
Done By

Date

7. Review firm's tax return preparation checklist.
8. In my opinion, the tax provision and accruals set forth in the working
paper schedules, the financial statements, and the related disclosures are
reasonable and adequate.

Tax Partner's Signature:

-------------------------------------------------------------- Date:----------------------

Engagement Partner's Signature:

---------------------------------------------------- Date:-----------------------
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Subsequent Events Review Program
Client: ___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This program has been developed for use on all audit engagements. It is not a substitute for professional
judgment.

Each step should be initialed and dated by the engagement personnel who performed the work. References
to supporting workpapers should be placed in the "W/P Ref." column. Also, "N/A" should be placed in
the "W/P Ref." column for any steps that are not applicable.

Done By

Procedure
A.

If available, review financial statements and schedules or
general ledger and source journals for the period subsequent
to the balance-sheet date to(last day of field work).

B.

Refer to latest reconciliations of major bank accounts and
inquire into any unusual items.

C.

Refer to latest aging of accounts receivable and compare
with aging totals at the balance-sheet date. Inquire into
material or troublesome accounts.

D.

Discuss with management and investigate the following
matters for the period from the balance-sheet date to
(last day of field work). (Names of management should be
recorded in working papers.)

8/95

1.

Company's operations.

2.

Sales and profit trends of the company as compared to
budget and trends in the industry.

3.

Subsequent bookings or cancellations of sales orders.

EP-3

Date

W/P
Ref.

SUBSEQUENT EVENTS REVIEW PROGRAM
(Continued)

Procedure

Done By

Date

W/P
Ref.

-----------

-----------

---------

4. Status of items accounted for at the balance-sheet date
based on tentative data.

5. Commitments or plans for major purchases of capital
additions or material and consideration of possible
losses due to price trends.

6. Federal state and local taxes, changes in law, agents'
reports, deficiency assessments, etc.
7. Dividends declared or paid.
8. Litigation, claims, and assessments.

9. Liabilities in dispute or being contested, such as cus
tomers' claims, creditors' invoices or claims, war
ranties, guarantees, state and local tax assessments.

10. Losses of important customers, exceptional bad debt
losses, or pledging of receivables.

11. Changes in accounting and financial policies.
12. New pension plans.
13. Issuance of capital stock, new borrowings or other
financing including any related dividend restrictions or
other important covenants.
14. Potential losses on marketable securities, carrying
amounts of equity investments, receivables, inventory
or other assets not already considered.
-----------

15. Regulatory commissions or governmental body require
ments or laws that could adversely affect the organi
zation.

-----------

-----------

---------

-----------

---------

16. Purchase or sale of major plant and equipment;
destructions or abandonments of plant, etc.
17. Status and impact of wage negotiations in progress.
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SUBSEQUENT EVENTS REVIEW PROGRAM
(Continued)

Done By

Procedure
18. Effect of changes in management, development of
substitute programs, etc.

19. Related-party transactions.
E.

Read and evaluate the lawyers' responses to the letters of
inquiry. (Letters should be requested from legal counsel so
that replies will cover the status of litigation, etc., to a date
as close as possible to the date of the auditor's report.)

F.

Read and excerpt the available minutes of meetings of the
board of directors and committees of the board. Inquire as
to matters discussed at meetings for which minutes are not
available and obtain a letter from management confirming
the subject matters discussed and any decisions reached.

G.

Consider adjustment of year-end financial statements or
disclosure of any items resulting from the above procedures.

H.

Consider the possible effects on financial statements and
disclosures of any matters causing substantial doubt about the
entity's ability to continue as a going concern for a
reasonable period of time.

I.

Additional procedures:

Prepared by:

Date:

Reviewed by:
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Date:
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Date

W/P
Ref.

Engagement Performance Review Checklist
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:
This checklist documents the in-charge and engagement partner review responsibilities, as required by the
firm's quality control policies and procedures.

Part I of the checklist should be completed by the in-charge at the completion of the engagement. Part II
should be completed by the engagement partner.

Part I

No

Yes

See
Additional
Comments

Administrative Considerations

1. Have all required engagement programs, forms, and checklists
been completed, signed, and dated?
----------

----------

--------------

2. Have all working papers been reviewed for—
a. Initials and dates of preparation and review?

----------

b. Proper format, that is, headings, tickmark explanations,
indexing, and cross-referencing?
----------

----------

----------

--------------

--------------

c. Footing and testing of schedules prepared by the client?

---------

----------

--------------

d. Posting of adjustments and cross-referencing to the trial
balance?

----------

----------

--------------

e. Agreeing beginning balances to prior year's working
papers?
----------

----------

--------------

3. Do financial statements agree with the trial balance?

----------

----------

--------------

4. Has the Time Summary Form been completed, and significant
variances between budget and actual been explained?

----------

----------

--------------
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ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Yes

No

See
Additional
Comments

______

_________

5. Have the following letters been obtained and reviewed for
proper dating and propriety?
a. Client representation letter (dated as of the auditor's report
date)

b. Lawyers' letters (dated within two weeks of the auditor's
report date)
Other Considerations

1. Have you reviewed all work done by assistants and cleared all
review points?

2. Does the work performed accomplish the objectives of the
engagement?

3. Do the conclusions in the working papers support the type of
report issued?
4. Are you satisfied there are no material errors, irregularities,
or illegal acts?

5. Has the engagement been completed in accordance with firm
policy and authoritative standards?
6. Have all problems been adequately resolved?
7. If a situation has been encountered that impairs the firm's
independence, has a disclaimer of opinion been issued for
public companies, or a step down to a compilation with lack
of independence noted for nonpublic companies?

8. Were any transactions or events encountered that, according
to the firm's policy, require consultation?

• If yes, was consultation obtained and properly documented?

• If applicable, were the resolutions of differences of opinion
among engagement personnel documented?
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______

ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Yes

No

See
Additional
Comments

9. Has the Subsequent Events Review Program been completed?

10. Have all communications been made as required by SAS Nos.
53, 54, and 60 for:
a. Internal control structure related matters?

b. Irregularities?

----------

c. Illegal acts?

----------

11. If the organization has an audit committee or other formally
designated group responsible for oversight of the financial
reporting process, have the other matters required by SAS No.
61 been communicated?

----------

12. Additional comments:

Date:------------------------------------------

Prepared by:

(In-charge)

Date:

Reviewed by:
(Engagement Partner)
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ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Part II (To be completed by engagement partner)

Initials

1.

I have reviewed the engagement working papers, work programs, checklists, etc. to
the extent required by firm policy.

2.

I have reviewed the financial statements for appropriate form and conformity with
professional standards.

3.

I have reviewed the independent auditor's (accountant's) report for conformity with
professional standards, and have determined that the conclusions reached in the
working papers support our report.

4.

I authorize issuance of the financial statements and the report.

Prepared by:

Date:
(Engagement Partner)
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Technical Review Checklist
Client:----------------------------------------------------------------------------------------------------------------Financial Statement Date: __________________________________________________________

Technical Reviewer: Date:

INSTRUCTIONS:
This Checklist should be completed by the technical reviewer on those engagements in which a technical
review is required by the firm's quality control policies and procedures.
Initials
1. Review the financial statements for appropriate form and content. Consider the
appropriateness of:

a. Titles.

--------------

b. Captions.

--------------

c. Classifications within captions.

--------------

d. Descriptions.

--------------

e. Reference to auditor's (accountant's) report and financial statement notes.

2.

3.

4.

5.

Compare the Small Business Audit Reporting and Disclosure Checklist to the
notes to the financial statements. Consider whether the notes are complete and
worded appropriately.
Review the financial statements for any obvious departures from GAAP or
OCBOA.

Read the auditor's (accountant's) report for appropriateness and conformity with
professional standards.
If applicable, review the engagement checklists:

-----------------------------------------

a. To determine that they support the conclusions reached in the engagement.

b. For potential problems.

6.

--------------

Describe any problems noted and the way they were resolved.
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Financial Statement Control Form
Client:___________________________________________________________________________
Financial Statement Date: ----------------------------------------------------------------------------------------

INSTRUCTIONS:
This form should be prepared by the in-charge to accompany the draft of the financial statements and
report. Each step should be initialed and dated as it is completed, or checked "N/A." Step 8 must be
initialed and dated by the engagement partner in order to release the financial statements and report.
SERVICE PERFORMED:
COMPILATION

AUDIT

REVIEW

OTHER (describe):

□

PERFORMED BY
Initials
Date

N/A

1. Submit financial statements and report to typing.

2. Proofread the financial statements and report.

3. Resubmit the financial statements and report for
correction.
4. Submit to technical reviewer, if applicable.
5. Resubmit the financial statements and report for
corrections.

6. Foot and crossfoot all pages.
7. Submit to engagement partner for final review.

□
□
□
□
□

8. Release the financial statements and report.

Number of Copies:
Bound:

Unbound:

Other:_____________________________________________________________ __ _______________
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Small Business Audit Reporting and Disclosure Checklist
Client:__________________________________________________________________________
Financial Statement Date: _________________________________________________________

INSTRUCTIONS:

This checklist has been developed especially for use in audits of small business entities. Included are only
(1) the disclosures typically required in financial statements of small businesses and (2) the reporting
situations typically encountered in audits of small businesses. Accordingly, users should carefully consider
the need to modify these checklists for any additional disclosure requirements and/or reporting situations
encountered during the engagement.1
For each item, place a check mark ( ) in the "Yes," "No," or "N/A" (not applicable) column. Add
additional explanations such as "N/M" (not material) if necessary.
Explanation of References:

APB
ARB
FASBI
FASCON
SAS
SFAS
SOP
TB

=
=
=
=
=
=
=
=

AICPA Accounting Principles Board Opinion
AICPA Accounting Research Bulletin
FASB Interpretation
FASB Statement of Financial Accounting Concepts
AICPA Statement on Auditing Standards
FASB Statement of Financial Accounting Standards
AICPA Statement of Position
FASB Technical Bulletin

General
Yes

No

N/A

A. Titles and References

1.

Are the financial statements suitably titled?
[SAS 62]

2. Does each statement include a general reference to the notes?

1 The AICPA's Checklists and Illustrative Financial Statements for Corporations contains comprehensive
checklists that include additional disclosures required for larger and more complex entities.
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AR-1

No

Yes

N/A

3. Are the notes referenced to and from the applicable statement classifi
cation or appropriately captioned?
____ ____

B. Disclosure of Accounting Policies [APB 22 (AC A10)]
1.

Is a description of all significant accounting policies presented?

____ ____

C. Related-Party Transactions [SFAS 57 (AC R36)]
1.

For related-party transactions, do disclosures include—

a. The nature of the relationship?

____ ____

b. A description of the transactions and other information deemed
necessary to understand the effects of the transactions on the financial
statements?
____ ____

c. The dollar amounts of transactions for each income statement
presented?
____ ____
d. Amounts due from or to related parties as of each balance-sheet date
and the terms and manner of settlement?
____ ____
e. The information required by paragraph 49 of SFAS 109, Accounting
for Income Taxes.
____

D. Contingencies and Commitments/Risks and Uncertainties [SFAS 5 (AC C59),
SOP 94-6]
1.

Are the nature and amount of loss contingencies properly disclosed?

___

____

2. For loss contingencies not accrued, do disclosures indicate—
a. The nature of the contingency?

____ ____

b. An estimate of possible loss or range of loss, or a statement that such
estimate cannot be made?

-_______

3. Are the nature and amount of guarantees disclosed (for example,
guarantee of indebtedness of others and guarantees to repurchase
receivables that have been sold or otherwise assigned)?
____ ____
4. Are gain contingencies adequately disclosed with care to avoid any
misleading implications about the likelihood of realization?
____
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Yes

5. Do the financial statements include the following disclosures about risks
and uncertainties?
a. Nature of operations.

b. Use of estimates in the preparation of financial statements.

c. Certain significant estimates (if certain conditions are met).
d. Current vulnerability due to certain concentrations (if certain
conditions are met).
6. Is there adequate disclosure of commitments such as those for capital
expenditures, restrictive covenants in financing agreements, inventory
purchase agreements, and employment contracts?
E. Subsequent Events [SAS 1]

1.

Are the financial statements adjusted for the effects of any subsequent
events related to conditions that existed at the balance-sheet date?

2. Are any subsequent events related to conditions that did not exist at the
balance-sheet date, but which arose after that date, disclosed?
F. Limited Liability Companies (LLCs) [PB 14]
1.

Are the financial statements clearly identified as being those of an LLC?

2. If the LLC has a finite life, do disclosures include the date the LLC will
cease to exist?

3.

Do disclosures include:
a. A description of any limitation of an LLC member's liability?

b. The different classes of member's interest and the respective rights.
preferences, and privileges of each class?
4. Are all disclosures regarding members' equity and changes in members'
equity for the period made?

________

5. Are all disclosures relating to the conversion of the entity to an LLC
made?
____
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No

N/A

Yes

No

N/A

G. Other Matters

1.

Are material changes in the current financial statement classifications and
conforming reclassifications in prior period comparative statements
indicated and explained in the financial statements or notes? [SAS 1]

2. If there were nonmonetary transactions (including involuntary con
versions) during a period, are the following disclosed? [APB 29]
a. Nature of the transactions.
b. Basis of accounting for the assets transferred.

c. Gains or losses recognized on transfers.

3. If a business combination occurred during the period, has the appropriate
accounting method been used and do the financial statements and notes
include all required disclosures?
[APB 16, SFAS 38, FASBI 4 (AC B50)]
4. Postretirement Benefits Other Than Pensions [SFAS 106]
a. If there are one or more defined benefit postretirement plans, do
disclosures include—
1. A description of the substantive plan(s) that is (are) the basis for
the accounting?

2. The amount of net periodic postretirement benefit cost?

3. A schedule reconciling the funded status of the plan(s) with
amounts reported in the employer's statement of financial position?
4. The assumption and rates used in computing the expected
postretirement benefit obligation and the accumulated
postretirement benefit obligation (APBO) including the assumed
health care cost trend rates; assumed discount rates; and the effect
of a one-percentage-point increase in the assumed health care cost
trend rate on the measurement of the APBO, the service cost, and
the interest cost?

5. The amounts and types of securities of the employer and related
parties included in plan assets and the approximate amount of
future annual benefits of plan participants covered by insurance
contracts issued by the employer and related parties?
AR-4

8/95

Yes

No

6. Any alternative amortization method used pursuant to paragraphs
53 or 60 of SFAS 106?
7. The amount of gain or loss recognized during the period for a
settlement or curtailment and a description of the nature of the
event(s)?
8. The cost of providing special or contractual termination benefits
recognized during the period and a description of the nature of the
event(s)?

b. If there are one or more defined-contribution postretirement plans,
have the following items been disclosed separately from defined
benefit postretirement plan disclosures:
1. A description of the plan(s)?

2. The amount of cost recognized during the period?
c. If an obligation for postemployment benefits is not accrued in
accordance with SFAS 5 or 43 only because the amount cannot be
reasonably estimated, has that fact been disclosed in the financial
statements?
[SFAS 112 (AC P32)]

d. If SFAS 106 has not been adopted, are health care or life insurance
benefits provided to retirees, their dependents, or survivors properly
disclosed?
[SFAS 81 (AC P50)]

5.

If an employer sponsors an employee stock ownership plan (ESOP), do
disclosures include:

a. A description of the plan?

________

b. A description of the accounting policies followed for ESOP
transactions?

c. The amount of compensation cost recognized during the period?
d. The number of allocated shares, committed-to-be-released shares, and
suspense shares held by the ESOP at the balance-sheet date?
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N/A

Yes
e. The fair value of unearned ESOP shares at the balance-sheet date for
shares accounted for under SOP 93-6?2

No

N/A

________

f. The existence and nature of any repurchase obligation, including
disclosure of the fair value of the shares allocated as of the balancesheet date, which are subject to a repurchase obligation?3
[SOP 93-6, par. 53]

Balance Sheet
A. Cash

1.

Is restricted cash segregated from cash available for current operations
and properly disclosed? [ARB 43 (AC B05)]

B. Investment Securities [SFAS 115 (AC F25, I80)]

1.

For marketable securities classified as available-for-sale and held-tomaturity, do disclosures include—

a. Aggregate fair value for the latest balance sheet presented?

b. Gross unrealized gains and gross unrealized losses for the latest
balance sheet presented?

____

________

c. Amortized cost basis by major security type for each balance sheet
presented?
------ ------

------

d. Contractual maturities of debt securities for the latest balance sheet
presented?
------ ------

------

e. Information about sales, cost, and realized and unrealized gains and
losses for each income statement period presented?
____

2 This disclosure need not be made for old ESOP shares for which the entity does not apply the guidance
in SOP 93-6.

3 Employers may wish to disclose additional information about the obligation, particularly information
about the timing of payments. [SOP 93-6, par. 95]
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Yes
2. Are significant net realized and net unrealized gains and losses that arose
after the latest balance-sheet date but before issuance of the financial
statements disclosed?
3. Are valuation allowances deducted from their related portfolios with
appropriate disclosure?

C. Financial Instruments Including Derivatives (SFAS 119 is effective for
financial statements issued for fiscal years ending after December 15, 1994,
except for entities with less than $150 million in total assets, for which it is
effective for fiscal years ending after December 15, 1995. In addition to
requiring disclosures related to derivatives, SFAS 119 expands and amends
SFASs 105 and 107.) [SFASs 105, 107, and 119]

1.

Are all disclosures (including contract amount, nature and terms, amount
of accounting loss at risk, and the entity's policies) for all financial
instruments (those with and without off-balance-sheet risk) included in the
body of the financial statements or in the notes by category of financial
instrument? [Refer to SFAS 105, pars. 17 and 18, as amended by SFAS
119, par. 14, and SFAS 119, pars. 8 and 9 for required disclosures.]

2. Are all significant concentrations of credit risk arising from all financial
instruments disclosed?
____

3. Are all fair value disclosures made with regard to all financial
instruments?
____
4. Do the disclosures in Steps 1 and 3 distinguish between financial
instruments held for trading purposes and those held for purposes other
than trading?

5. If the offsetting of derivatives against nonderivatives is not permitted
under FASB Interpretation No. 39, Offsetting of Amounts Related to
Certain Contracts, does the entity, when disclosing the fair value of
derivatives, not combine, aggregate, or net the fair values?
6. Are all disclosures for derivatives held for purposes other than trading
included in the financial statements? (Note: small businesses rarely hold
derivatives for trading purposes; therefore, disclosures for such
derivatives are not included in this checklist. If the entity holds
derivatives for trading purposes, refer to SFAS 119 for required
disclosures.)
____ ____
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AR-7

No

N/A

Yes

No

N/A

D. Receivables [ARB 43 and APB 12 (AC B05, V18)]
1.

Are accounts and notes receivable from officers, employees, and
affiliated companies shown separately with appropriate disclosures?

_

2. Are unbilled receivables (for example, unbilled costs and fees under
cost-plus-fixed-fee contracts) shown separately from billed receivables?

3. Are allowances for uncollectible receivables shown as deductions from
the related receivables?
4. If the entity has extended a loan that is impaired, are the disclosures
required by SFAS 114, as amended by SFAS 118, included in the
financial statements?

E. Inventories [ARB 43 (AC I78)]
1.

Are the major classes of inventory disclosed (for example, finished
goods, work in process, and raw materials)?

2.

Is the method of determining inventory cost (for example, LIFO, FIFO)
disclosed?

------ ------

3. Is the basis for recording inventory disclosed (for example, lower of cost
or market)?
------ ------

------

------

F. Investments [APB 18 (AC I82)]
1.

Is the equity method used to account for investments in the common stock
of—
a. Corporate joint ventures?

------ ------

b. Investees in which the entity has an "ability to exercise significant
influence" (generally presumed to be 20 percent or more of the voting
stock)?
------ ------

------

------

2. Are the appropriate disclosures made for investments in common stock
accounted for by the equity method?
G. Property and Equipment [(APB 12) (AC D40)]

1.

For depreciable assets, do disclosures include—
a. Depreciation expense for each income statement presented?
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Yes

b. Balances of major classes of depreciable assets by nature or function?
c. Accumulated depreciation, either by major class of assets or in total?

d. Depreciation methods for each major class of depreciable assets?

2. If SFAS 121 has been adopted, have the following disclosures been
included in the financial statements:

a. Disclosures required if an impairment loss is recognized for assets to
be held or used, such as a description of the assets and impairment,
amount of impairment, how the fair value was determined, and the
income statement caption in which the impairment loss is aggregated.
[Refer to SFAS 121, par. 14]
b. Disclosures required for assets disposed of in accordance with
paragraphs 15-17 of SFAS 121, such as a description and carrying
amount of the assets, the loss resulting from application of paragraph
15, the gain or loss resulting from the application of paragraph 17, the
income statement caption in which the gains or losses are aggregated,
and the result of operations for the assets. [Refer to SFAS 121, par.
19]

------

3. If an impairment loss is recognized, is it reported as a component of
income from continuing operations?

H. Lessors [(SFAS 13) (AC L10)]
1.

For sales-type and direct financing leases, do disclosures include—

a. Components of net investment in leases?
b. Future minimum lease payments to be received for each of the next
five years?

c. Total contingent rentals included in income for each income statement
presented?
____
d. The amount of initial direct costs for direct financing leases?
(SFAS 91)
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No

N/A

Yes

2.

No

N/A

For operating leases, do disclosures include—

a. Cost and carrying amounts of leased property by major class and the
amount of accumulated depreciation?

b. Minimum future rentals in the aggregate and for each of the next five
years?
c. Total contingent rentals included in income for each income statement
presented?

3. Do disclosures include a general description of the lessor's leasing
arrangements?
I.

Other Assets and Deferred Charges (AC I60 and I27)

1.

Are the costs of intangible assets acquired from other entities recorded as
assets? (APB 17)

2. Do disclosures include the method and period of amortization?
(APB 17)

3. Are deferred tax assets for each tax-paying component (an individual
entity or group of entities that is consolidated for tax purposes) in each
tax jurisdiction presented separately? (SFAS 109)
4. Are deferred tax assets classified as current or noncurrent based on the
classification of the related asset, and are deferred tax assets not related
to an asset classified according to the expected reversal date of the
temporary difference?
5. Have the following items been offset and presented as a single amount for
a particular tax paying component and within a particular tax-paying
jurisdiction (SFAS 109):

a. All current deferred tax liabilities and assets?

b. All noncurrent deferred tax liabilities and assets?
6. Are the components of the total of all deferred tax assets and valuation
allowances reported in the balance sheet disclosed? (SFAS 109)

7. Has any valuation allowance for deferred tax assets been allocated
between current and noncurrent on a pro rata basis? (SFAS 109)
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Yes

8. Foreclosed assets:
a. Are foreclosed assets held for sale valued and disclosed at the lower
of fair value (minus estimated costs to sell) or cost? (SOP 92-3)
b. If the fair value of the asset, minus the estimated cost to sell, is less
than the cost of the asset, has the deficiency been recognized and
disclosed as a valuation allowance? (SOP 92-3)
c. Have changes in the valuation allowance based upon fluctuations in
the fair value less disposal costs been charged or credited and
disclosed, if material, to income? (SOP 92-3)

J.

Notes Payable and Other Debt (AC B05)
1.

Are interest rates, maturities, assets pledged as collateral, and other terms
and conditions provided in loan agreements properly disclosed? (SFAS
5, FASCON6)

____

2. Are the amounts of fixed maturities for all long-term borrowings
disclosed in the aggregate and for each of the next five years?
(SFAS 47)
3. Are current portions of debt obligations presented as current liabilities?
(ARB 43)

K. Lessees [SFAS 13 (AC L10)]

1.

For capital leases, do disclosures include a general description of the
lessee's leasing arrangements and—

a. Identification of gross amounts of assets recorded by major classes
and the related accumulated amortization and obligations under the
lease, and amortization expense (unless it is included in depreciation
expense and disclosed as such)?

b. Future minimum lease payments, in the aggregate and for each of the
next five years, with deductions for executory costs and imputed
interest?
____

c. Total of future minimum sublease rentals under noncancelable
subleases?
d. Total contingent rentals incurred for each income statement
presented?
8/95
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No

N/A

Yes

e. Assets recorded under capital leases, either in the balance sheet or the
notes?

No

N/A

________

2. For operating leases that have initial or remaining noncancelable lease
terms in excess of one year, do disclosures include—
a. Future minimum rental payments required in the aggregate and for
each of the next five years?

b. Total of future minimum rentals under noncancelable subleases?

3. For all operating leases, do disclosures include rental expense for each
income statement presented with separate amounts for minimum rentals,
contingent rentals, and sublease rentals?
L. Other Liabilities and Deferred Credits [AC I27, In6, C59, C44, P16]

1.

Have deferred tax liabilities determined for each tax-paying component
(an individual entity or group of entities that is consolidated for tax
purposes) in each tax jurisdiction been presented separately? (SFAS 109)

2.

Have deferred tax liabilities been classified as current or noncurrent based
on the related asset or liability? (SFAS 109)

3. Have deferred tax liabilities not related to an asset or liability been
classified according to the expected reversal date of the temporary
difference pursuant to SFAS 37? (SFAS 109)
4.

Have the components of the total of all deferred tax liabilities recognized
in the balance sheet been disclosed? (SFAS 109)

5.

Are estimated loss contingencies accrued if the are probable and the
amount can be reasonably estimated? (SFAS 5 and FASBI 14)

6. Are liabilities appropriately accrued and reported for employees'
compensation for future absences? (SFAS 43)
------ ------

------

7. Are liabilities for special termination benefits to employees accrued and
reported when the employees accept the offer and the amount can be
reasonably estimated? (SFAS 88)
------ ------

------

AR-12
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Yes
M. Stockholders' Equity [AC C59]

1.

For each class of stock, do disclosures include the number of shares
authorized, issued and outstanding, and par or stated value per share?
[APB 15]

2.

Are restrictions on payment of dividends disclosed? [SFAS 5]

N. Changes in Stockholders' Equity
1.

Are changes in the components of stockholders'equity disclosed?
(APB 12)

2. Are prior-period adjustments and their resulting effects (both gross and
net of applicable income taxes) appropriately disclosed? (APB 9)
3. For a correction of an error, are the following disclosed in the period in
which the error was discovered and corrected:

a. Nature of the error?

b. Effect of its correction on income before extraordinary items, net
income, and related per share amounts (if applicable)? (APB 20)

Income Statement (Also see Balance Sheet sections B and C for disclosures
relating to financial instruments and derivatives)
A. Revenues and Expenses
1.

Are the important components of income separately disclosed, such as—
a. Interest expense? [SFAS 34 (AC I67)]

b. Income taxes? [SFAS 109 (AC I27)]

____

c. Sales or other sources of revenue, cost of sales, and selling and
administrative expenses? [SFAS 89 (AC C28)]

____

2. For debt and marketable equity securities classified as available-for-sale
or held-to-maturity, are the following disclosures made, by major security
type, for each balance sheet presented?

a. Aggregate fair value.
b. Gross unrealized holding gains and losses.
8/95

AR-13

____

No

N/A

Yes

No

N/A

c. Amortized cost basis.
[SFAS 115 (AC I80)]
3. For investments in debt securities classified as available-for-sale or heldto-maturity is disclosure made about their contractual maturities as of the
latest balance-sheet date presented? [SFAS 115 (AC I80)]

4.

For each income statement presented, are the following disclosures made?

a. The proceeds from sales of available-for-sale securities and gross
realized gains and losses on those sales.

b. The basis on which cost was determined in computing realized gain
or loss.
c. The gross gains and losses included in earnings from transfers of
securities from the available-for-sale category to the trading category.

d. The change in net unrealized holding gain or loss on available-for-sale
securities.
e. The change in net unrealized holding gain or loss on trading
securities.
[SFAS 115 (AC I80)]
5. For any sales or transfers of held-to-maturity securities, is disclosure
made of the following for each income statement presented?

a. Amortized cost amount of the sold or transferred security.
b. Related realized or unrealized gain or loss.
c. The circumstances leading to the decision to sell or transfer the
security.
------ ----[SFAS 115 (AC I80)]

6. For investments in common stock accounted for by the equity method
[APB 18 (AC I82)]:
a. Are intercompany profits and losses eliminated?

b. Is the investor's share of earnings shown as a single amount?
7. Is the amount of interest expense disclosed in the statements or notes
thereto, and the amount that has been capitalized, if any?
[SFAS 34 (AC I67)]

AR-14

8/95

Yes

8.

No

Do disclosures for advertising costs include: [SOP 93-7]
a. The accounting policy selected?

------ ------

b. A description of the direct-response advertising reported as assets (if
any), the accounting policy for it, and the amortization period?
c. The total amount charged to advertising expense for each income
statement presented, with separate disclosure of amounts, if any,
representing a write-down to net realizable value?

d. The total amount of advertising reported as assets in each balance
sheet presented?
B. Income Taxes [SFAS 109 (AC I27, Q15)]

1.

Have the types of significant temporary differences and carryforwards
been disclosed?

2. Are the significant components of income tax expense (such as current
and noncurrent income tax expense) attributable to continuing operations
for each year presented disclosed?
____
3. Is the amount of income tax expense or benefit allocated to continuing
operations and the amounts separately allocated to other items (see
paragraphs 35-39 of SFAS 109) disclosed for each year for which those
items are presented?

4.

Is the nature of significant reconciling items disclosed?

________

5. Have the amounts and expiration dates of operating loss and tax credit
carryforwards for tax purposes been disclosed?
C. Extraordinary Items [APB 30 (AC I17)]
1.

Do extraordinary items meet both criteria of (a) an unusual nature and (b)
infrequency of occurrence?
____ ____

2. Are extraordinary items segregated and shown (including applicable
income taxes) following income before extraordinary items and before net
income?

3. Do disclosures include a description of the extraordinary event or
transaction and the principal items entering into determination of
extraordinary gain or loss?
8/95
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AR-15

------

Yes

No

N/A

Statement of Cash Flows [SFAS 95 (AC C25)]

A. Format

1.

Is a statement of cash flows presented for each period for which an
income statement is presented?

2. Is the change in cash and cash equivalents presented?

3. Is the definition of a cash equivalent disclosed?
4. Are major classes of gross cash receipts and payments and their sum (net
cash flow from operating activities [direct method]) presented?

5. If the direct method is used, is a reconciliation of net income to net cash
flow from operating activities provided in a separate schedule?
6. If the indirect method is used, has the same amount for net cash flow
from operating activities been reported indirectly by reconciling net
income to net cash flow from operating activities?

7. If the indirect method is used, has the reconciliation of net income to net
cash flow from operating activities been reported either within the
statement of cash flows or provided in a separate schedule, with the
statement of cash flows reporting only the net cash flow from operating
activities?
B. Content
1.

Are cash receipts and payments for transactions, such as making and
collecting loans and acquiring and selling property, classified as cash
flows from investing activities?

2. Are cash receipts and payments for transactions, such as obtaining
resources from owners, borrowing money, and repaying amounts owed,
classified as cash flows from financing activities?

3. Are cash receipts and payments for transactions for all other events, such
as producing and delivering goods and providing services, classified as
cash flows from operating activities?

AR-16
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Auditor's Report Checklist

.01 Explanation of References:

SAS = AICPA Statement on Auditing Standards
AU = Reference to section number in AICPA Professional Standards (vol. 1)

SSARS = AICPA Statements on Standards for Accounting and Review Services

AR = Reference to section number in AICPA Professional Standards (vol. 2)

.02 Checklist Questionnaire

Yes

No

1. Does the auditor's report include the appropriate:
a. Addressee?
[SAS 58, par. 9 (AU 508.09)]

____ ____

b. Date (or dual dates) of the report?
[SAS 1, sec. 530.05 (AU 530.05)]

____ ____

c. A title that includes the word "independent"?
[SAS 58, par. 8a (AU 508.08a)]

2. If the accountant is not independent, is a compilation report issued (nonpublic
companies only)?
____
[SAS 26, par. 10 (AU 504.10); SSARS 1, pars. 22 and 38 (AR 100.22
and .38)]

3. Does the reporting language conform with the auditor's standard report on:
a. Financial statements of a single year or period?

____

b. Comparative financial statements?
[SAS 58, par. 8 (AU 508.08)]

________

4. Does the report include appropriate language for the following situations:

a. Only one basic financial statement is presented and there are no scope
limitations?
____ ____
[SAS 58, pars. 47-48 (AU 508.47-.48)]
b. Audited and unaudited financial statements are presented in comparative
form?
____
[SAS 26, pars. 14-17 (AU 504.14-.17)]
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N/A

Small Business Audit Reporting
and Disclosure Checklist
(Continued)

Yes

No

N/A

5. Is an explanatory paragraph (or other explanatory language) added to the
standard report if:
a. The financial statements are affected by uncertainties concerning future
events, the outcome of which is not susceptible of reasonable estimation
at the date of the auditor's report?1
[SAS 58, pars. 16-33 (AU 508.16-.33)]
Note: Consult the Topical Index to the AICPA Professional Standards
under "Uncertainties" for additional references to specific types of
uncertainties.

b. There is substantial doubt about the entity's ability to continue as a going
concern for a reasonable period of time and that conclusion is expressed
through the use of the phrase "substantial doubt about its (the entity's)
ability to continue as a going concern"?
[SAS 64, par. 1 (AU 341.12-.13)]
c. There is a material change between periods in accounting principles or in
the method of their application?
[SAS 58, pars. 34-36 (AU 508.34-.36)]

d. In an updated report on comparative financial statements, the current
opinion on the prior period is different from the one previously expressed?
[SAS 58, pars. 77-78 and 81-82 (AU 508.77-.78 and .81-.82)]
e. The prior-period financial statements are audited by a predecessor auditor
whose report is not presented?
[SAS 64, par. 2 (AU 508.83)]
f. The auditor's opinion is based in part on the report of another auditor?
[SAS 1, sec. 543 (AU 543); SAS 58, pars. 12-13 (AU 508.12-.13)]

g. The financial statements contain a departure from a promulgated
accounting principle when conformity with GAAP would result in a
misleading presentation?
------ -----[SAS 58, pars. 14-15 (AU 508.14-.15)]

------

1 At press time, an exposure draft of a proposed amendment to SAS 58 had been released that would
eliminate the requirement to add an explanatory paragraph for certain uncertainties. To obtain the latest
information on this amendment call the AICPA Technical Hotline at 800-862-4272.
AR-18
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Small Business Audit Reporting
and Disclosure Checklist
(Continued)

Yes

No

h. Other information in a document containing audited financial statements
is materially inconsistent with information appearing in the financial
statements?
------ -----[SAS 8, par. 4 (AU 550.04)]

i. The auditor decides to emphasize a matter in the report?
[SAS 58, pars. 37 (AU 508.37); Interpretation 38 of SAS 1, sec. 410 (AU
9410.17); Interpretation 1 of SAS 57 (AU 9342.03)]
6. Is a qualified opinion or disclaimer of opinion expressed if scope limitations
preclude application of one or more auditing procedures considered necessary
in the circumstances?
[SAS 58, pars. 40-45 (AU 508.40-.45); SAS 19, par. 12 (AU 333.12)]
Note: Consult the Topical Index to the AICPA Professional Standards under
"Scope of Audit — Limitations" for additional references to specific types of
scope limitations that could result in either a qualified or disclaimer of
opinion.

7. Is a qualified opinion or adverse opinion expressed if a lack of conformity
with GAAP (including inadequate disclosure) is present?
[SAS 58, pars. 49-66 (AU 508.49-.66); SAS 32, par. 3 (AU 431.03)]

Note: Consult the Topical Index to the AICPA Professional Standards under
"Departures from Established Principles," "Adverse Opinions," and
"Qualified Opinions" for additional references to specific types of GAAP
departures that could result in either a qualified or adverse opinion.

8. Is a qualified or adverse opinion expressed if the entity specifically requests
the auditor to report on prior-period financial statements that are incomplete
(e.g., prior-period totals only)?
[SAS 58, fn. 27 (AU 508, fn. 27)]
9. If a qualified opinion, adverse opinion, or disclaimer of opinion is expressed,
are all the substantive reasons for the opinion or disclaimer disclosed and is
the reporting language appropriately modified?
[SAS 58, pars. 39, 68-69, and 71 (AU 508.39, .68-.69, and .71)]
10. If the auditor is requested to audit IRS Form 990, "Return of Organizations
Exempt from Income Tax," is the appropriate report prepared?
[Interpretation 2 of SAS 62 (AU 9623.47-.54)]
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N/A

------

Small Business Audit Reporting
and Disclosure Checklist
(Continued)

Yes

No

N/A

11. If information accompanies the basic financial statements and auditor's report
in an auditor-submitted document, does the report on the accompanying
information:

a. State that the audit is performed for the purpose of forming an opinion on
the basic financial statements taken as a whole?

b. Specifically identify the accompanying information?
c. State that the accompanying information is presented for purposes of
additional analysis and is not a required part of the basic financial
statements?

d. State whether the accompanying information is subject to the auditing
procedures applied in the audit of the basic financial statements and the
appropriate expression of opinion or disclaimer?
[SAS 29, pars. 6-11 (AU 551.06-.11)]
12. Is the reporting form and content of SAS 60, paragraphs 9-19, followed when
communicating internal control structure related matters noted in an audit?2
[SAS 60, pars. 9-19 (AU 325.09-.19)]
13. Is the reporting form and content of SAS 72 followed for comfort letters
submitted to underwriters and other requesting parties on tax-exempt bond
offerings?
------ -----[SAS 72, (AU 634)]

------

2 Reportable conditions in internal control structure that have not been corrected must be communicated,
preferably in writing, to senior management and the board of trustees or its audit committee.

[SAS 60]
AR-20
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Microcomputer Questionnaire
Client:___________ ._______________________________________________________________

Financial Statement Date: ----------------------------------------------------------------------------------------

INSTRUCTIONS:

This questionnaire should be used to document controls when a client uses microcomputers and one or
more purchased, standard, UNMODIFIED accounting packages to process accounting information.
1. Names and models of computers:

2. Name of operating system:

-------------------------------------------------------------------------------

---------------------------------------------------------------------------------------

3. Name and version of software:
Package 1
Package 2
Package 3
Package 4

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

4. Major reports generated from software:

Package
Package
Package
Package

1
2
3
4

-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

5. Key operators and their responsibilities:

Responsibilities

Key Operator

8/95
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MICROCOMPUTER QUESTIONNAIRE
(Continued)

Are any of their duties incompatible? Explain.

6. Describe any controls, such as user ID numbers, passwords and locking on/off switches that are used
to prevent unauthorized access to programs and accounting data.

7. Describe controls that insure that all transactions are processed and that the same data is not processed
twice.

8. Are users adequately trained and provided with adequate instructions on how to use the computer
system? Yes No
9. Who is responsible for reviewing the reports generated from the microcomputer?
Reviewer

Report

10. Have procedures been developed for periodic back-up of files? -------------------------------------------

11. Are backup files stored in a secure location? ------------------------------------------------------------------

12. Has management considered developing a disaster plan, including arrangements for emergency
equipment, facilities, insurance, etc.?
Yes___ No ___

MC/DP-2
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MICROCOMPUTER QUESTIONNAIRE
(Continued)

13. Tests of Controls

Note:
The inquiry, observation, and inspection procedures used to obtain an understanding of the computer
system are usually sufficient to support an assessment of control risk at less than the maximum.

Additional tests should be performed only if the auditor wishes to further reduce the level of control
risk. For the System's Walk-Through Approach, no additional tests should be performed.

Describe any additional tests of microcomputer controls performed (e.g., inspection of evidence of
review of computer output):

14. Summary of Findings

Describe the major control strengths noted:

Describe the major control weaknesses noted:

15. The auditor's understanding of computer controls, and the results of the tests of controls should be
considered in the auditor's assessment of control risk for all financial statement assertions that are
affected by computer processing.

8/95
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MICROCOMPUTER QUESTIONNAIRE
(Continued)

Note:

Computer processing controls usually have an impact on the existence, completeness, and dollar value
of related transactions and balances. For example, if the client has good internal controls over
processing of sales and cash receipts, the auditor may reduce the extent of the tests of existence,
completeness and gross dollar value of accounts receivable (e.g., the number of confirmations mailed
may be reduced).
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19

19

Prepared or updated by:
Client
In-Charge

Reviewed by:
Engagement Partner
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Service Organization Application
Controls Questionnaire
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This form should be used when (1) the service organization both authorizes and maintains records of
significant transactions, and (2) there is no service auditor's report available. The information should be
used to evaluate the need to visit the service center to perform a detailed evaluation of the center's internal
controls, to document information obtained during the visit and to identify any material weaknesses for
follow-up.
This form should be completed by the in-charge, or computer specialist and reviewed by the engagement
partner.

Any weaknesses or strengths noted should be evaluated by the auditor in assessing control risk.

Section 1 — General Information
Name of service center: ________________________________________________________________

Address: _____________________________________________________________________________

Name of individual(s) in client's organization responsible for service center application:

Is there a formal agreement?If so, obtain copy.
Is there insurance protection for the following:

1.

Program or software destruction?

2. Loss of data?

8/95
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

3. Business interruption?
4. Errors and omissions?
Application Narrative: (describe in non-technical terms what the application does)

Describe how critical this application is to the client. Discuss the impact on the client of not having this
application operational. -------------------------------------------------------------------------------------------------

Section 2 — Technology Employed by the Application

Computer Hardware
Provide a general description of the service organization's hardware that is used to process client
transactions: ---------------------------------------------------------------------------------------------------------------

Systems and Application Software

Provide a general description of the service organization's systems and application software that is used
to process client transactions: ------------------------------------------------------------------------------------------

MC/DP-6
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Section 3 — Transaction Entry
Describe the nature of the transaction including:
Significant Source Documents and Contents ________________________________________________

Input Screens _________________________________________________________________________

Retention Policy ______________________________________________________________________

Who is responsible for reviewing the completeness and accuracy of the input?

8/95
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Describe any forms, logs, reconciliations, etc. used to control input.

Description

Form

Describe the controls established to insure that all transactions are processed and that the same data is not
processed more than once.

Describe how information is submitted to the service organization.

Section 4 — Report, Query, and Other Output Received From the Service Organization
Describe the nature of computer output including:

Printed Documents

MC/DP-8
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Listings, journals, subsidiary ledgers, ledgers, summaries, etc.

Describe any tests made by service organization personnel to verify the completeness and the accuracy of
the information processed.

Describe any tests made by user accounting or other user personnel to verify the completeness and the
accuracy of the information processed.

Describe the procedures for error correction and reprocessing.
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MC/DP-9

SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Section 5 — Information Retained by the Service Organization

Describe significant documents, transaction files, master tables/files, etc. retained by the service
organization and the security and retention procedures employed.

Section 6 — Custody of Assets and Authorization of Transactions by the Service Organization

Describe the nature of service organization personnel's access to client assets and ability to authorize
transactions.

Section 7 — Security

Describe the segregation of duties related to the processing of the client's transactions.

MC/DP-10
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Describe how the following security features of the operating system and/or network operating system are
implemented for this application.

User numbers and password protection

Describe any other security features.

Section 8 — Summary of Findings
Describe the major control strengths noted.

8/95
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SERVICE ORGANIZATION APPLICATION
CONTROLS QUESTIONNAIRE (Continued)

Describe the major control weaknesses noted.

Note:

Additional tests should be performed only if the auditor plans to rely on the controls of the service
organization in assessing control risk for the client. For the System's Walk-Through Approach, no
additional tests should be performed.

Describe the effect of your understanding and the tests of controls performed on your assessment of control
risk for the related financial statement assertions.
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19

19

19

19

Prepared or updated by:
In-Charge

Reviewed by:
Engagement Partner
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Service Auditor Report
Evaluation Form
Client:_________________________________________________________________________ —
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This form should be used when (1) the service organization both authorizes and maintains records of
significant transactions, and (2) there is a service auditor's report available.
This form should be completed by the in-charge or computer specialist and reviewed by the engagement
partner.

Include a copy of the service auditor's report in the workpapers.

Section 1 — General Information
Name of service center: ________________________________________________________________

Address: _____________________________________________________________________________

Name of individual(s) in client's organization responsible for service center application:

Is there a formal agreement?If so, obtain copy.
Is there insurance protection for the following:
1. Program or software destruction?

2. Loss of data?

3. Business interruption?
8/95
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SERVICE ORGANIZATION REPORT EVALUATION FORM (Continued)

4. Errors and omissions?

Application Narrative: (describe in non-technical terms what the application does)

Describe how critical this application is to the client. Discuss the impact on the client of not having this
application operational: -------------------------------------------------------------------------------------------------

Section 2 — Service Auditor
Name of the service auditor: ____________________________________________________________

Does the Service Auditor have a good reputation?
Section 3 — The Service Auditor's Report
A.

Describe the type of report issued by the service auditor.

B.

Describe the major control strengths in the service organization's processing.

C.

Describe the major control weaknesses in the service organization's processing.

MC/DP-14
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SERVICE ORGANIZATION REPORT EVALUATION FORM (Continued)

Note:

Section 3, item D. and Section 5 should be completed only if the auditor plans to rely on the controls
of the service organization in assessing control risk for the client. These items should not be completed
for the System's Walk-Through Approach.

D.

If the service auditor performed tests of the operating effectiveness of controls, identify those tests that
will be relied upon in assessing control risk for the client.

Section 4 — Client Involvement

A.

Describe any control procedures performed by client personnel to test the accuracy of service
organization processing.

Section 5 — Summary of Findings:

Describe the effect of your understanding and the tests of controls performed on your assessment of control
risk for the related financial statement assertions:

Prepared or updated by:
In-Charge
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Reviewed by:
Engagement Partner
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MC/DP-15

19

19

Management Meeting Checklist
Client:------------------------------------------------------------------------------------------------------------------Financial Statement Date: ------------------------------------------------------------------------------------------

INSTRUCTIONS:

This checklist should be completed by the in-charge and reviewed by the engagement partner. The
"Reference" column should be used for comments or cross-referencing to applicable working papers. The
"Meeting" column should be checked for items that should be considered for the current management
meeting. The possible suggestions should be explained on a supporting working paper. If an item is not
applicable, enter N/A in the "Yes" column.

Yes

No

Meeting

Reference

I. Organization

A. Does the company's legal form of organi
zation benefit the business?
B. Is the company's fiscal year its natural
business year?
II. Planning and Controlling Operations

A. Are formal operations forecasts and budgets
prepared for the next year?
B. Are longer range forecasts also made?
C. Are budgets used effectively to control
operations?

D. Are monthly or quarterly budget variances
analyzed, and is corrective action taken?

E. Have the results of our analytical procedures
been communicated to management?

8/95
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______________

___________

MANAGEMENT MEETING CHECKLIST
(Continued)

Yes

No

F. Does management have current knowledge of
new technology, products, by-products, and
services?
________

Meeting

Reference

__________

__________

---------------

---------------

III. Accounting Records, Systems, and Financial
Reports
A. Does the client have a formalized descriptive
chart of accounts?
B. Are the categories in the chart of accounts
meaningful for management purposes?

_

C. Does the client have a standard entry journal
for monthly recurring entries (a journal in
which the account titles, etc., are repeated
each month)?
------

------

D. If the general ledger has a separate page or
card for each account, could related accounts
be grouped on one page by use of columns,
thereby reducing the posting of references,
dates, etc.?
------

------------------------ ------------------

E. Is the general ledger (chart of accounts)
arranged to simplify preparation of monthly
statements?
------

------

---------------

---------------

F. Are the analyses and reclassifications for
monthly reports, and for other reports, the
minimum number possible (should a better
account classification be considered)?
------

------

---------------

---------------

G. Does the client get monthly financial
statements?
------

------

---------------

---------------

H. Does management understand the monthly
statements?
------

------

---------------

---------------

------

---------------

--------------

I.

Are the statements getting to management in
a reasonable amount of time?
------

MM-2
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MANAGEMENT MEETING CHECKLIST
(Continued)

Yes
J.

Does the client's staff have the capability to
prepare financial statements?

K. Are monthly financial statements prepared by
client personnel?
L. Do monthly reports contain all ratios, statis
tics, and other information that would be
useful to management?

M. Are the client's statements classified to
facilitate industry comparison?
N. Does the company use an appropriate ac
counting system?
O. Is the cost accounting system tied into the
general ledger?
P. Are cost accounting standards and rates
reviewed and revised periodically?

Q. Is data-processing equipment being used
where feasible?
IV. Personnel

A. Are there formal hiring and firing policies?
B. Are hirings and firings documented in accor
dance with the policies?
C. Are personnel policies regarding holidays,
vacation, and fringe benefits documented and
communicated to employees?

D. Are wages and salaries competitive?
E. Is overtime controlled by management?
F. Are there employee benefits (such as medical,
pension, and profit-sharing) plans?
8/95
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No

Meeting

Reference

MANAGEMENT MEETING CHECKLIST
(Continued)

Yes

No

Meeting

Reference

V. Administration
A. Are office records and record-keeping
procedures adequate?
B. Are all records, forms, and form copies
necessary?

______________

__________

C. Are forms and records designed for overall
efficiency?

______________

__________

D. Is the physical control over records adequate?
E. Is the filing system adequate?

VI.

Cash Management
A. Does management get a daily cash balance
report?
------

------

---------------

---------------

B. Are formal cash projections prepared and
coordinated with forecasts and budgets?

------

---------------

---------------

------

---------------

---------------

-

C. Is the client receiving maximum cash dis
counts?
----D. Is cash managed effectively by taking cash
discounts, reducing bank loans, or using cash
for investments?

------

E. Are the number, type, and location of bank
accounts appropriate?
-----

F. Are receipts deposited promptly?

------

----------

G. Are the client's financing methods the most
economical in the circumstances?
------

---------------

---------------

--------------- -----------------

------

---------------

----------- _—

------

---------------

---------------

------

---------------

---------------

VII. Sales and Accounts Receivable

A. Are product pricing decisions based on sound
information and judgments?
------

MM-4
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MANAGEMENT MEETING CHECKLIST
(Continued)

Yes
B. Are credit and collection policies adequate?

No

Meeting

Reference

____

C. Are customers sent timely monthly state
ments?
____

__________

__________

D. Would an invoice billing system or monthly
statements be more effective?
____
E. Does management receive a monthly aged
trial balance of accounts receivable?
____

F. Are the accounts receivable record-keeping
system and equipment efficient?
____

VIII.

Purchasing and Inventories

A. Is management of inventory quantities
adequate; that is, are optimum quantities
maintained?
____
B. Are physical controls of inventory adequate?

__________

___

C. Is slow-moving or obsolete inventory iden
tified and controlled?
____

____

____

D. Are the costs of services and supplies
evaluated regularly and approved by
management?
____

__________

E. Are purchase requisitions and purchase orders
used effectively?
____

IX.

Property and Equipment
A. Are capital expenditures budgeted and are
purchase alternatives properly evaluated?

_

B. Are physical controls over fixed assets
adequate?

C. Are fixed asset records adequate?

8/95

______________
____

MM-5

__________

MANAGEMENT MEETING CHECKLIST
(Continued)
No

Yes

Meeting

Reference

D. Is a periodic fixed asset inventory taken and
compared with fixed asset records?
E. Is equipment kept in good repair through
regular maintenance?
F. Is all equipment effectively utilized?

G. Are depreciation and capitalization policies
reasonable?

H. Are facilities and equipment adequate to meet
production demands?
------

______________

__________

------

---------------

---------------

A. Is trade credit being used as a source of
financing, if appropriate?
------

------

---------------

---------------

B. Is long-term financing appropriate (should
refinancing be considered)?
-----

------

---------------

---------------

C. Are payroll, payroll tax, and employees'
earnings records adequate and efficiently
prepared?
------

------

---------------

---------------

D. Is the accounts payable record-keeping system
adequate and efficient?
------

------

---------------

---------------

A. Does the company use an insurance manager
outside the company?
------

------

---------------

---------------

B. Is an annual review of insurance coverage
made and is the coverage adequate?
-----

------

---------------

--------------

I.

Are long-lived assets, certain identifiable
intangibles, and goodwill related to those
assets reviewed for impairment in accordance
with SFAS No. 21?

X. Accounts Payable and Other Liabilities

XI. Insurance

MM-6
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MANAGEMENT MEETING CHECKLIST
(Continued)
Yes

C. Does insurance coverage include product or
service liability and business interruption
insurance?
------

------

No

Meeting

---------------

Reference

---------------

D. Is key-person life insurance coverage carried?
XII. General

A. Does the company consider leasing as a
source of financing?
B. Does the company retain legal counsel with
specialties matching the company's needs?

Date:-------------------------------------

Prepared by:

(In-charge)

Reviewed by:
(Engagement Partner)
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Date:
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MM-9
Date:

(Engagement Partner)

b y : ____________________________________________________

Reviewed

Date:

Situation

Prepared by: ____________________________________________________
(In-charge)

Documentation

Audit Areas
Affected by
Condition

Financial Statement Date: _________________________________

Client:______ _ __________________________________________

_

_

Summary of Matters For Communication___________________

Problem

Recommendation

SAMPLE COMMUNICATION OF INTERNAL
CONTROL MATTERS
(CPA Firm Letterhead)

[Date of Auditor's Report
on Financial Statements]

To the Board of Directors
ABC Corporation
123 Fourth Street
Anytown, USA 56789

In planning and performing our audit of the financial statements of ABC Corporation for the year ended
December 31, 19X, we considered its internal control structure in order to determine our auditing procedures
for the purpose of expressing our opinion on the financial statements and not to provide assurance on the
internal control structure. However, we noted certain matters involving the internal control structure and its
operation that we consider to be reportable conditions under standards established by the American Institute
of Certified Public Accountants. Reportable conditions involve matters coming to our attention relating to
significant deficiencies in the design or operation of the internal control structure that, in our judgment, could
adversely affect the Company's ability to record, process, summarize, and report financial data consistent with
the assertions of management in the financial statements.

Shareholder Notes

Not all of the notes supporting the loans from the shareholders to the Company reflect the current
outstanding balances and the current interest rates being paid.
In the event of an audit, the Internal Revenue Service could either (1) impute interest, which would be
taxable income to the shareholder, if the notes state a higher interest rate than what is currently paid, or
(2) reclassify the loans as contributed capital and, thus, payments would be considered taxable income
to the shareholder.

We recommend that the notes between the shareholders and the Company be updated to reflect amounts
presently due the shareholders and the current interest rate being paid. These notes should be revised any
time there is a change in the loan balance or interest rate.
Capitalization Policy
A $250 minimum capitalization policy was adopted for 19X.

As a result, low dollar value assets are being capitalized, and additional time and effort are needed to
maintain and compute depreciation on these numerous small items that are capitalized. Further, this
capitalization policy could result in an increase in your personal property tax assessment.

8/95

MM-11

SAMPLE COMMUNICATION OF INTERNAL
CONTROL MATTERS
(Continued)
We recommended, and management decided to implement, a $500 minimum capitalization policy. This
increase will accelerate your tax deductions, decrease your personal property tax liability, and reduce the
time spent on accounting for fixed assets.
Debt Restructuring
The new computer system is being financed over five years, at an annual interest rate of 11 % through
Pocket-Byte Company.

The interest rate the Company is paying is in excess of current lending rates.
We recommend that the Company consider refinancing the computer system to take advantage of the
current interest rates. Refinancing at 8½% could save the Company approximately $18,000 in interest
over the next four years. Additionally, the monthly payment would be decreased by approximately $300.
We further recommend that all financing agreements involving balances over $20,000 be reviewed at least
annually, by your staff or our firm, for possible refinancing at more favorable terms.
Vendors' Debit Balances

In the December 31, 19X accounts payable listing, there were numerous vendor amounts that had debit
balances.
As a result, the Company has refunds and/or credits receivable from vendors of approximately $13,000.

We recommend that the Company adopt a policy of reviewing accounts payable on a timely basis for
vendors with debit balances, and either requesting a refund or using these vendors until the debit balances
are absorbed.
[If none of the reportable conditions noted above is deemed to be a material weakness, the following two
paragraphs may be inserted:

A material weakness is a reportable condition in which the design or operation of one or more of the internal
control structure elements does not reduce to a relatively low level the risk that errors or irregularities in
amounts that would be material in relation to the financial statements being audited may occur and not be
detected within a timely period by employees in the normal course of performing their assigned functions.

Our consideration of the internal control structure would not necessarily disclose all matters in the internal
control structure that might be reportable conditions and. accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses as defined above. However, none of
the reportable conditions described above is believed to be a material weakness.]

MM-12
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SAMPLE COMMUNICATION OF INTERNAL
CONTROL MATTERS
(Continued)
This report is intended solely for the information and use of the board of directors [and/or audit committee,
or owners in owner-managed enterprises], management, and others within the Company [and/or other specified
third party.]

[Firm signature]
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TM-1

TOTAL

Planning & administration
Internal control structure
Cash
Investments
Receivables
Inventories
Other assets
Property & equipment
Notes & loans payable
Payables & accruals
Income taxes
Other liabilities
Equity
Revenues
Expenses
Commitments, contingencies,
& subsequent events
Related parties
Trial balance & adjustments
Supervision & review
Management letter
Report preparation

Actual
Budgeted Hours
Actual Hours
Hours
__________________________________________ --------------------------------------------------------------Over
Mngr.
Ptnr .
Total... Assist.
I/C
Mngr.
Ptnr.
Total
(Under)
__Asst. _I/C

Financial Statement Date: _________________________________________________________________________________________

Client ______ ___________________________________________________________________________________________________

:

Time Summary Form___________________________________________________________

TM-2
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TOTAL

.

____________ Budget. ______________________________________________________________________________________

Planning & administration
Internal control structure
Cash
Investments
Receivables
Inventories
Other assets
Property & equipment
Notes & loans payable
Payables & accruals
Income taxes
Other liabilities
Equity
Revenues
Expenses
Commitments, contingencies,
& subsequent events
Related parties
Trial balance & adjustments
Supervision & review
Management letter
Report preparation

W ORK AREAS

_________________________________ ACTUAL HOURS AND DATE_

.

..

Total

Financial Statement Date: ---------------------------------------------------------------------------------------------------------------------------------------------------------------------------

Client:_________ _______________________________________________________________________________________________________________________

Time Accumulation Sheet_____________________________________________________________________

Summary of Time Savings for Next Year
Client:

______________

Financial Statement Date:

INSTRUCTIONS:

This form should be completed by any member of the engagement team who has a time saving suggestion,
and reviewed by the in-charge and the engagement executive. The suggestion should indicate the
engagement area, the procedure currently performed, and how that procedure can be improved.

SAVINGS SUGGESTIONS

Prepared by:

Date:

Staff Member

Reviewed by:

_________________ __ _______________________ Date:-----------------------------------In-charge

Reviewed by:

_______________________ ___________________ Date:________________________
Engagement Partner
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WORKING PAPERS
Working papers will normally be indexed on the lower right-hand corner in red pencil. Following is an
illustrative indexing system:
Assets

A
B
C
D
E
F
K
O

Cash
Accounts and notes receivable
Inventories
Prepaid expenses
Securities and investments
Other assets
Fixed assets and accumulated depreciation
Intercompany accounts

Liabilities

AA
BB
CC
DD
GG
RR
SS

Notes payable and long-term debt
Accounts payable
Accrued expenses and other current liabilities
Income taxes
Commitments and contingencies
Other noncurrent liabilities
Equity

Operations

SWT
AP
TOB
10
20
30
40
50
60
70

Small Business System's Walk-Through Documentation Form
Small Business Analytical Procedures Program
Small Business Tests of Balances Audit Program
Sales
Costs of sales
Selling expenses
General and administrative expenses
Other income
Other expenses
Other

Permanent File
PF
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Continuing Analyses

WP-1

ILLUSTRATIVE CORRESPONDENCE

The accompanying illustrative correspondence should be used as guides and modified for specific
engagement circumstances. Confirmation requests should, wherever possible, be typed on the client's
letterhead. All confirmations should be mailed by the auditor. All replies should be returned directly to the
auditor in enclosed, prestamped, pre-addressed envelopes. Copies of all correspondence should be retained
for future reference and/or mailing second requests.
Page
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• Request for Bank Cutoff Statements

WP-5

• Standard Form to Confirm Account Balance Information With Financial Institutions

WP-7

• Confirmation of Contingent Liabilities to Financial Institution

WP-9

• Confirmation of Lines of Credit

WP-11

• Confirmation of Compensating Balances

WP-13

• Accounts Receivable Confirmation — Positive Request

WP-17

• Accounts Receivable Confirmation — Negative Request

WP-19

• Notes Receivable Confirmation

WP-21

• Consigned Inventory Confirmation

WP-23

• Securities Confirmation

WP-25

• Broker Account Confirmation

WP-27

• Safe Deposit Box Access Confirmation

WP-29

• Deposit Receivable Confirmation

WP-31

• Standard Confirmation Inquiry for Life Insurance Policies

WP-33

• Insurance in Force Confirmation

WP-35

• Notes Payable or Long-Term Debt Confirmation

WP-37

• Accounts Payable Confirmation

WP-39

• Customer Deposit Payable Confirmation

WP-41

• Related-Party Confirmation, Questionnaire, and Definitions

WP-43

WP-3

Page
• Letter to Predecessor Accountants Prior to Submitting Proposal for Engagement

WP-47

• Representation Letter to Other Accountants

WP-49

• Lawyer's Letter

WP-51

• Pension Plan Actuarial Information Confirmation

WP-53

• Trusteed Employee Benefit Fund Confirmation

WP-59

• Illustrative Letter to Actuary Requesting Employer's Benefit Cost Information

WP-60

WP-4
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REQUEST FOR BANK CUTOFF STATEMENTS
[Client's Letterhead]

[Date]

In connection with an audit of the financial statements of________________ [name of client] as of
[balance-sheet date] and for the___________ [period] then ended, we request that you
send the following information directly to our auditors,[name and address of auditors], as
of the close of business[balance-sheet date]:

1.

The information requested on the enclosed standard form(s) to confirm account balance information
with your financial institution.

2.

For the account number(s) listed below, statement(s) of our account(s) and the related paid checks for
the period from[balance-sheet date] to[2 weeks subsequent to the
balance-sheet date] inclusive.

Account Number

Account Name

Very truly yours,

[Client's Authorized Signature]

Notes to User:
(1) The request should be sent at least ten days before the balance-sheet date so the bank will be able to
provide the information requested and to render the cutoff statements as requested. If the request does
not reach the bank before the cutoff date, the cutoff statement will include transactions after that date.

(2) The letter may also include requests for—

• Confirmation of all securities or other items held for the client's account as of the closing date for
collection or safekeeping, or as agent or trustee (a listing should be provided including titles and
account numbers).
• Confirmation of the list of authorized signers for the above accounts. (This may have been
previously requested at a preliminary date in connection with the assessment of control risk.)

(3) This letter should be addressed to a financial institution official who is responsible for the financial
institution's relationship with the client or is knowledgeable about the transactions or arrangements.
Some financial institutions centralize this function by assigning responsibility for responding to
confirmation requests to a separate function. Independent auditors should ascertain the appropriate
recipient.
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WP-5

STANDARD FORM TO CONFIRM ACCOUNT
BALANCE INFORMATION WITH FINANCIAL INSTITUTIONS
ORIGINAL
To be mailed to accountant

CUSTOMER NAME
We have provided to our accountants the following information as of
the close of business on, 19____ ,
regarding our deposit and loan balances. Please confirm the accuracy
of the information, noting any exceptions to the information provided.
If the balances have been left blank, please complete this form by
furnishing the balance in the appropriate space below.* Although we
do not request nor expect you to conduct a comprehensive, detailed
search of your records, if during the process of completing this con
firmation additional information about other deposit and loan accounts
we may have with you comes to your attention, please include such
information below. Please use the enclosed envelope to return the
form directly to our accountants.

Financial
[
Institution’s
Name and

Address

[
1.

At the close of business on the date listed above, our records indicated the following deposit balance(s):
ACCOUNT NAME

2.

INTEREST RATE

ACCOUNT NO.

*
BALANCE

We were directly liable to the financial institution for loans at the close of business on the date listed above as follows:
ACCOUNT NO./
DESCRIPTION

*
BALANCE

DATE DUE

INTEREST RATE

DATE THROUGH WHICH
INTEREST IS PAID

(Customer’s Authorized Signature)

DESCRIPTION OF COLLATERAL

(Date)

The information presented above by the customer is in agreement with our records. Although we have not conducted a
comprehensive, detailed search of our records, no other deposit or loan accounts have come to our attention except as noted below.

(Financial Institution Authorized Signature)

(Date)

(Title)
EXCEPTIONS AND/OR COMMENTS

Please return this form directly to our accountants:

* Ordinarily, balances are intentionally left blank if they are not
available at the time the form is prepared.

[

Approved 1990 by American Bankers Association, American Institute of Certified Public Accountants, and Bank Administration
Institute. Additional forms available from: AICPA - Order Department, P.O. Box 1003, NY, NY 10108 -1003

8/95

WP-7

]
D451 5951

CONFIRMATION OF CONTINGENT LIABILITIES
TO FINANCIAL INSTITUTION
[Client's Letterhead]

[Date]

In connection with an audit of the financial statements of[name of client] as of___
[balance-sheet date] and for the[period] then ended, we have advised our independent
auditors of the information listed below, which we believe is a complete and accurate description of our
contingent liabilities, including oral and written guarantees, with your financial institution. Although we
do not request nor expect you to conduct a comprehensive, detailed search of your records, if during the
process of completing this confirmation additional information about other contingent liabilities, including
oral and written guarantees, between[name of client] and your financial institution comes
to your attention, please include such information below.

Name of Maker

Interest Rate

Date of Note

Due Date

Current Balance

Date Through
Which Interest
Is Paid

Description
of
Collateral

Description
of Purpose
of Note

Information related to oral and written guarantees is as follows:

1 This letter should be addressed to a financial institution official who is responsible for the financial
institution's relationship with the client or is knowledgeable about the transactions or arrangements.
Some financial institutions centralize this function by assigning responsibility for responding to
confirmation requests to a separate function. Independent auditors should ascertain the appropriate
recipient.
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CONFIRMATION OF CONTINGENT LIABILITIES
TO FINANCIAL INSTITUTION
(Continued)

Please confirm whether the information about contingent liabilities presented above is correct by signing
below and returning this directly to our independent auditors[name and address of auditors].
Very truly yours,

[Client's Authorized Signature]

Dear CPA Firm:
The above information listing contingent liabilities, including oral and written guarantees, agrees with the
records of this financial institution.2 Although we have not conducted a comprehensive, detailed search
of our records, no information about other contingent liabilities, including oral and written guarantees,
came to our attention. [Note exceptions below or in an attached letter.]

(Name of Financial Institution)

(Officer and Title)

By:--------------------(Date)

2 If applicable, comments similar to the following may be added to the confirmation reply by the
financial institution: "This confirmation does not relate to arrangements, if any, with other branches
or affiliates of this financial institution." Information should be sought separately from such branches
or affiliates with which any such arrangements might exist.

WP-10
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CONFIRMATION OF LINES OF CREDIT
[Client's Letterhead]

[Date]
1

In connection with an audit of the financial statements of[name of client] as of
[balance-sheet date] and for the[period] then ended, we have advised our
independent auditors of the information listed below, which we believe is a complete and accurate
description of our line of credit from your financial institution as of the close of business on
[balance-sheet date]. Although we do not request nor expect you to conduct a comprehensive, detailed
search of your records, if during the process of completing this confirmation additional information about
other lines of credit from your financial institution comes to your attention, please include such information
below.

The Company has available at the financial institution a line of credit totaling $. The current
terms of the line of credit are contained in the letter dated. The related debt outstanding
at the close of business on[balance-sheet date] was $.

The amount of the unused line of credit, subject to the terms of the related letter, at
[balance-sheet date] was $.
Interest rate at the close of business on[balance-sheet date] was

percent.

Compensating balance arrangements are:___________________________________________________

This line of credit supports commercial paper (or other borrowing arrangements) as described below:

This letter should be addressed to a financial institution official who is responsible for the financial
institution’s relationship with the client or is knowledgeable about the lines of credit. Some financial
institutions centralize this function by assigning responsibility for responding to confirmation requests
to a separate function. Independent auditors should ascertain the appropriate recipient.
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CONFIRMATION OF LINES OF CREDIT
(Continued)

Please confirm whether the information about lines of credit presented above is correct by signing below
and returning this letter directly to our independent auditors,[name and address of auditors].
Very truly yours,

[Client's Authorized Signature]

Dear CPA Firm:

The above information regarding the line of credit arrangements agrees with the records of this financial
institution.2 Although we have not conducted a comprehensive, detailed search of our records, no
information about other lines of credit came to our attention. [Note exceptions below or in an attached
letter.]

(Name of Financial Institution)

(Officer and Title)

By:-----------------(Date)

2 If applicable, comments similar to the following may be added to the confirmation reply by the
financial institution: "This confirmation does not relate to arrangements, if any, with other branches
or affiliates of this financial institution." Information should be sought separately from such branches
or affiliates with which any such arrangements might exist.
WP-12

8/95

CONFIRMATION OF COMPENSATING BALANCES
[Client's Letterhead]

[Date]

In connection with an audit of the financial statements of[name of client] as of
[balance-sheet date] and for the[period] then ended, we have advised our
independent auditors that, as of the close of business on[balance-sheet date], there were
(were not) compensating balance arrangements as described in our agreement dated[agreement
date]. Although we do not request nor expect you to conduct a comprehensive, detailed search of your
records, if during the process of completing this confirmation additional information about other
compensating balance arrangements between[name of client] and
your financial institution comes to your attention, please include such information below. Withdrawal by
[name of client] of the compensating balance was (was not) legally restricted at
[balance-sheet date]. The terms of the compensating balance arrangements at
[balance-sheet date] were:

Examples:

1. The Company has been expected to maintain an average compensating balance of 20 percent of its
average loan outstanding, as determined from the financial institution's ledger records adjusted for
estimated average uncollected funds.

2. The Company has been expected to maintain an average compensating balance of $100,000 during the
year, as determined from the financial institution's ledger records without adjustment for uncollected
funds.
3. The Company has been expected to maintain a compensating balance, as determined from the financial
institution's ledger records without adjustment for uncollected funds, of 15 percent of its outstanding
loans plus 10 percent of its unused line of credit.
4. The Company has been expected to maintain as a compensating balance noninterest bearing time
deposits of 10 percent of its outstanding loans.

This letter should be addressed to a financial institution official who is responsible for the financial
institution's relationship with the client or is knowledgeable about the lines of credit. Some financial
institutions centralize this function by assigning responsibility for responding to confirmation requests
to a separate function. Independent auditors should ascertain the appropriate recipient.
8/95
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CONFIRMATION OF COMPENSATING BALANCES
(Continued)

In determining compliance with compensating balance arrangements, the Company uses a factor for
uncollected funds of[business-calendar] days.2

There were the following (no) changes in the compensating balance arrangements during the
[period] and subsequently through the date of this letter.

The Company was (was not) in compliance with the compensating balance arrangements during the
[period] and subsequently through the date of this letter.

There were the following (no) sanctions (applied or imminent) by the financial institution because of
noncompliance with compensating balance arrangements.3
During the[period], and subsequently through the date of this letter, no (the following)
compensating balances were maintained by the Company at the financial institution on behalf of an affiliate,
director, officer, or any other third party and no (the following) third party maintained compensating
balances at the bank on behalf of the Company. (Withdrawal of such compensating balances was (was not)
legally restricted.)

Please confirm whether the information about contingent liabilities presented above is correct by signing
below and returning this directly to our independent auditors,[name and address of
auditors].

Very truly yours,

[Client's Authorized Signature]

2 Not applicable if compensating balances are based on the financial institution's ledger records without
adjustment for uncollected funds. If some other method is used for determining collected funds for
compensating balance purposes, the method used should be described.

3 Applicable only if the financial institution has applied sanctions during the period or notified the
Company that sanctions may be applied. Indicate details.

WP-14
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CONFIRMATION OF COMPENSATING BALANCES
(Continued)

Dear CPA Firm:

The above information regarding the line of credit arrangements agrees with the records of this financial
institution.4 Although we have not conducted a comprehensive, detailed search of our records, no
information about other lines of credit came to our attention. [Note exceptions below or in an attached
letter.]

(Name of Financial Institution)

(Officer and Title)

By:-------------------(Date)

If applicable, comments similar to the following may be added to the confirmation reply by the
financial institution: "This confirmation does not relate to arrangements, if any, with other branches
or affiliates of this financial institution." Information should be sought separately from such branches
or affiliates with which any such arrangements might exist.
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ACCOUNTS RECEIVABLE CONFIRMATION —
POSITIVE REQUEST
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm the balance due us of $as of
[balance-sheet date]. Also, if the amount is not in agreement with your records, please explain below.

After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope. Do
not send payments to the auditors.
Very truly yours,

[Client's Authorized Signature]

The amount due you of $ as of[balance-sheet date] agrees (does not agree)
with our records. The reason it does not agree is:

[Name and Title]
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ACCOUNTS RECEIVABLE CONFIRMATION —
NEGATIVE REQUEST
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Our records indicate you owe us $as of[balance-sheet date]. If
your records do not agree, please explain the differences below.
After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope. Do
not send payments to the auditors.

Very truly yours,

[Client's Authorized Signature]

Our records indicate we owe you $as of[balance-sheet date]. The reason
it does not agree is:

[Name and Title]
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NOTES RECEIVABLE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm the amount of your indebtedness due us as of
[balance-sheet date] which our records show as follows:

Initial date of indebtedness

__________________________________

_______________________________

Type of indebtedness

Original amount of indebtedness

Unpaid balance

____________________________________

_____________________________

Date due

__________________________

Interest rate

____________________________

Interest paid to
Periodic payments required
Description of collateral

_____________________________

__________________________________

_________________________________

If the above information is in agreement with your records, please so indicate by signing in the place
provided below and return the copy of this letter directly to our auditors in the enclosed envelope.

If the above is not in agreement with your records, please explain in the space provided below. Payments
should not be sent to the auditors.

Very truly yours,

[Client's Authorized Signature]
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NOTES RECEIVABLE CONFIRMATION
(Continued)

The above agrees__ does not agree___with our records as of[balance-sheet date]. The
reason it does not agree is:

Date:

Signed:

[Name and Title]

WP-22
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CONSIGNED INVENTORY CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of firm], are currently conducting an audit of our financial
statements. In that connection, please confirm directly to them the merchandise on consignment (by you)
(by us) as of[balance-sheet date]. A list of such merchandise from our records is enclosed.

Please compare this information to your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

The enclosed information agrees__ does not agree__ with our records as of[balance-sheet
date]. The reason it does not agree is:

[Name and Title]
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SECURITIES CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm the following securities that our records indicate were held
by you on[balance-sheet date].

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.
Very truly yours,

[Client's Authorized Signature]

The above agrees with our records at[balance-sheet date] with the following exceptions:

Signed: Date:
[Name and Title]
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BROKER ACCOUNT CONFIRMATION
[Client's Letterhead]
[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection please send a statement of our account with you as of
[balance-sheet date], indicating the following:

1.

Securities held by you for our account

2.

Securities out for transfer to our name

3.

Any amounts payable to or due from us

Please mail your reply directly to our auditors in the enclosed envelope.
Very truly yours,

[Client's Authorized Signature]
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SAFE DEPOSIT BOX ACCESS CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please confirm that there has been no access to our safe deposit box number
between
and
o'clock.
Please indicate in the space below if the above is in agreement with your records. If it is not, please furnish
the auditors any details concerning access to our safe deposit box during the period indicated.
After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope.
Very truly yours,

[Client's Authorized Signature]

According to our records, there has been no access to the above described safe deposit box during the
period specified, except as follows: _______________________________________________________

Signed: Date:
[Name and Title]
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DEPOSIT RECEIVABLE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please confirm our balance on deposit with you for[describe purpose of deposit
or specify account number] of $as of[balance-sheet date].

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.
Very truly yours,

[Client's Authorized Signature]

The above information agrees with our records at[balance-sheet date] with the following
exceptions:

[Name and Title]
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STANDARD CONFIRMATION INQUIRY
FOR LIFE INSURANCE POLICIES
Developed by American Institute of
Certified Public Accountants
Life Office Management Association and
Million Dollar Round Table

STANDARD CONFIRMATION INQUIRY
Date:
RETURN
TO:

Your completion of the following report will be sincerely
appreciated. IF THE ANSWER TO ANY ITEM IS“NONE,”
PLEASE SO STATE. Use the enclosed envelope to return
the original directly to our accountant (see name to left).
]

[

Yours truly,
REPORT
FROM

[

]

]

INSURANCE
COMPANY

(Name of owner as shown on policy contract)

By----------------------- -----------------------------------------------------------Authorized Signature

Information requested as of__________________________
(Date)

[

]
Policy #1

aicpa order

Policy Number
b Insured-Name(s)

nvc ny 10108 1003

©

Additional forms available from

Policy #3

Policy #2

Beneficiaries as Shown on Policies
(If Verification Requested in Item 11)

1 Face Amount of Basic Policy

2 Values Shown as of (Insert Date If Other Than Date Requested)
3 Premiums, Including Prepaid Premiums, Are Paid to (Insert Date)

4 Policy Surrender Value (Excluding Dividends, Additions &
Indebtedness Adjustments)
5 Surrender Value of All Dividend Credits, Including
Accumulations & Additions

6 Termination Dividend Currently Available on Surrender
a. Prepaid Premium Value

7 Other Surrender
Values Available

b. Premium Deposit Funds

to Policy

c. Other

Owner

8 Outstanding Policy Loans, Excluding Accrued Interest

a. Interest Accrued on Loans

9 If Any Policy
Loans Exist,

b1. Loon Interest Is Paid to (Enter Date)

Complete
b2. Interest Rate Is (Enter Rate)

Either "a" or "b"

NOTE: PLEASE ANSWER ANY ITEM(s) 10-12 INDICATED BYA( ).
□ 10 Is There an Assignee of Record? (Enter Yes or No)
n

□

★
Is Beneficiary of Record as Shown in Item© Above?
(Enter Yes or No*)
Is the Name of Policy Owner (Subject to Any Assignment) as Shown on Top of Form. □ Yes □ No
If No, Enter Name of Policy Owner of Record:

* If Answer to Item 11 is "No."
Please Give Name of Beneficiary or
Date of Last Beneficiary Change:
ORIGINAL
To be mailed to accountant
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*

Yours truly, (Insurance Company)

Authorized Signature - Title

Date

WP-33

*

INSURANCE IN FORCE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. In that connection, please confirm to them the details of our insurance coverage in force at
[balance-sheet date] as described below:
Policy number

________________

________________

Insurance company

________________

________________

Type of coverage

________________

________________

Term of policy

________________

________________

Gross premium

________________

________________

________________

________________

Amount of coverage

Co-insurance, if any

Amount of unpaid premiums
Loss payees, if other than us

Claims pending at
[balance-sheet date]

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]
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INSURANCE IN FORCE CONFIRMATION
(Continued)

The above information agrees with our records at[balance-sheet date] with the following
exceptions:

Date:

Signed:

[Name and Title]
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NOTES PAYABLE OR LONG-TERM DEBT CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please confirm to them the details of[describe type of indebtedness] due you
at[balance-sheet date] as described below.

Date of indebtedness

_________________________________

Balance

____________________________

Date due

____________________________________

Interest rate

____________________________________

Interest paid to

____________________________________

Periodic payments required

____________________________________

Description of collateral

____________________________________

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.
Very truly yours,

[Client's Authorized Signature]
The above information agrees with our records at[balance-sheet date] with the following
exceptions:

Signed: Date:
[Name and Title]
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ACCOUNTS PAYABLE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial
statements. Please furnish to them, in the space below, the amount of our liability to you, if any, and a
statement of our account as of[balance-sheet date].
After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

______________________________________________ [client name] owed us $as of
[balance-sheet date].

Signed: Date:
[Name and Title]
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CUSTOMER DEPOSIT PAYABLE CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name of auditors], are conducting an audit of our financial statements. Please
confirm the amount of your deposit with us for[describe purpose of deposit or specify
account number] as of[balance-sheet date] of $.

Please compare this information with your records and inform our auditors, in the space below, if it is, or
is not, in agreement with your records. After signing and dating your reply, please mail it directly to our
auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]

The above agrees with our records as of[balance-sheet date] with the following exceptions:

Signed: Date:
[Name and Title]
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RELATED-PARTY CONFIRMATION,
QUESTIONNAIRE, AND DEFINITIONS
[Client's Letterhead]

[Date]

In connection with an audit of our financial statements, please furnish answers to the attached
Questionnaire, sign your name, and return the Questionnaire in the enclosed envelope directly to our
auditors,[name of auditors]. The Questionnaire is designed to provide the auditors with
information about the interests of officers, directors, and other related parties in transactions with our
Company.
Please answer all questions. If the answer to any question is "yes," please explain. Certain terms used in
the questions are defined at the end of the Questionnaire.

Very truly yours,

[Client's Authorized Signature]
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RELATED PARTY QUESTIONNAIRE
[Client's Letterhead]

1. Have you or any related party of yours had any material interest, direct or indirect, in any sales,
purchases, transfers, leasing arrangements or guarantees or other transactions since
[beginning of client's fiscal year] to which the Company[or specify any pension,
retirement, savings, or similar plan provided by the client] was, is, or may be, a party?

2. Do you or any related party of yours have any material interest, direct or indirect, in any pending or
incomplete sales, purchases, transfers, leasing arrangements, guarantees or other transactions to which
the Company[or specify any pension, retirement, savings, or similar plan provided by
the client] was, is, or may be, a party?

3. Have you or any related party of yours been indebted to the Company[or specify any
pension, retirement, savings, or similar plan provided by the client] at any time since
[beginning of client's fiscal year]? Please exclude amounts due for purchases on usual trade terms and
for ordinary travel and expense advances.

The answers to the foregoing questions are correctly stated to the best of my knowledge and belief.

[Signature]

[Date]
See Definitions at end of Questionnaire.
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DEFINITIONS

COMPANY: Parent company and any subsidiary.

RELATED PARTY: Any (1) corporation or organization (other than the Company) of which you are an
officer, director, or partner or are, directly or indirectly, the beneficial owner of 10 percent or more of
any class of equity securities; (2) any trust or other estate in which you have a substantial beneficial
ownership or for which you serve as trustee or in a similar fiduciary capacity; and (3) any close relative
of yours or your spouse's, or any other person you may significantly influence (control) or be significantly
influenced by.
CONTROL: Possession, direct or indirect, of the power to direct or cause the direction of the
management and policies of a party, whether through ownership, by contract, or otherwise.
PERSON: An individual, a corporation, a partnership, an association, a joint-stock company, a business
trust, or an unincorporated organization.

BENEFICIAL OWNER: A person who enjoys, or has the right to secure, benefits substantially
equivalent to those of the ownership of securities, even though the securities are not registered in the
person's name. Examples of beneficial ownership include securities held for the person's benefit in the
name of others, such as nominees, custodians, brokers, trustees, executors, and other fiduciaries; a
partnership of which the person is a partner; and a corporation for which the person owns substantially all
of the stock. Shares (1) held (individually or in a fiduciary capacity) by the person's spouse, the person's
or his or her spouse's minor children, or a relative of the person or his or her spouse who shares the same
home with the person; or (2) as to which the person can vest or revest title in himself or herself at once
or at some future time are also considered as being beneficially owned.
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LETTER TO PREDECESSOR ACCOUNTANTS PRIOR
TO SUBMITTING PROPOSAL FOR ENGAGEMENT
[Firm's Letterhead]

[Date]

Our firm was requested by, the
of[client's name], to
submit a proposal to audit the company's financial statements for the year ended[balancesheet date]. We have been authorized by
to communicate directly with your firm and
[he/she] has informed us that you have received [his/her] authorization to answer our inquiries.
The following are the matters we would appreciate your answering prior to our submission of a proposal:
1.

What was the client's reason for changing auditors?

2.

Were there any disagreements over accounting principles or disclosure requirements?

3.

Were there any disagreements over auditing procedures or scope limitations?

4.

Were there any disagreements over fees?

5.

Were there any disagreements over the quality of the company's accounting personnel?

6.

Were there any disagreements over the company's internal control structure policies and procedures
or the necessity for its betterment?

7.

Were there any management integrity problems such as, but not limited to:

a.
b.
c.
d.

Desire for low taxable income?
Desire for favorable earnings?
Management reputation problems?
Other?

Please explain your underlying reasons in connection with any of the above questions, if applicable.

All answers to this letter will be held in the strictest confidence and will be used only to evaluate our
decision about whether or not to submit any engagement proposal. If we are retained by
[client's name] we will submit a request for a conference, at your convenience, to enable us to examine
your working papers.
We thank you for your cooperation.

Very truly yours,

[Engagement Partner's Signature]

[Firm Name]
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REPRESENTATION LETTER TO OTHER ACCOUNTANTS
[Firm's Letterhead]

[Date]

In connection with the report you have been requested to reissue on the financial statements of
[client's name] for the year ended[date of prior-period financial statements],
which statements are to be included comparatively with similar statements for the year ended
[date of current-period financial statements], we make the following representations.

We have audited the balance sheet of[client's name] as of[balance-sheet
date] and the related statements of earnings, retained earnings and cash flows for the year then ended. Our
procedures in connection with the engagement did not disclose any events or transactions subsequent to
[date of prior-period financial statements] that, in our opinion, would have a material effect
upon the financial statements, or that would require mention in the notes to the financial statements of
[client's name] for the year then ended.
Should anything come to our attention prior to the date our report is issued that, in our judgment, would
have a material effect upon the financial statements covered by your report, we shall notify you promptly.

Very truly yours,

[Engagement Partner's Signature]
[Firm Name]

Note:
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If any matters come to the firm's attention that may require revision of the previously issued
financial statements, they should be included in a separate paragraph.
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LAWYER'S LETTER
[Client's Letterhead]

[Date]

In connection with an audit of our financial statements as of[balance-sheet date], please
furnish our auditors[name and address of auditors],
with the information requested below for which you have been engaged to provide legal consultation or
representation. Your response should include matters that existed as of[balance-sheet date]
and occurred during the period from that date to[expected date of completion of field work].
1. Pending or threatened litigation, claims, and assessments (excluding unasserted claims and
assessments):

Please furnish a list of all pending or threatened litigation, claims or assessments your firm is
handling on our behalf, including the following: (a) the nature of the litigation (including the
amount of monetary or other damages sought); (b) progress of the case to date; (c) how
management is responding or intends to respond to the litigation; for example, to contest the case
vigorously or to seek an out-of-court settlement; and (d) an evaluation of the likelihood of an
unfavorable outcome and an estimate, if one can be made, of the amount or range of potential
loss and whether it will be covered by insurance.

2. Unasserted claims and assessments:
We understand that as a matter of professional responsibility in the course of performing legal
services for us concerning possible unasserted claims or assessments that may call for financial
statement disclosure, you will advise when we should consider disclosing such possible claims
or assessments in accordance with Statement of Financial Accounting Standards No. 5. Please
specifically confirm to our auditors that our understanding is correct.

We have represented to[name of auditors] that there are no unasserted claims,
which are not specifically identified in this letter, that you have advised us are probable of
assertion and must be disclosed in accordance with Statement of Financial Accounting Standards
No. 5.
[If unasserted claims exist, management's listed information should include the following: (a) the
nature of the matter; (b) how management intends to respond if the claim is asserted; and (c) an
evaluation of the likelihood of an unfavorable outcome and an estimate, if one can be made, of
the amount or range of potential loss.]
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LAWYER'S LETTER
(Continued)
Please furnish our auditors any explanation you consider necessary to supplement the foregoing
information, including an explanation of these matters about which your views may differ from
those stated.

3. Any amount due you for services and expenses itemized by nature of service.
Please specifically identify the nature of and reasons for any limitation on your response.
Your response should include matters that existed as of[balance-sheet date] and during the
period from that date to[two weeks before expected date of end of field work]. Our
auditors would appreciate receiving your reply by[expected end of field work].
Very truly yours,

[Client's Authorized Signature]
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
[Client's Letterhead]
[Date]

In connection with the audit of our financial statements for the[period] ended
[balance-sheet date] by our independent auditors,
[name and address of auditors], please furnish them the information described below as it pertains to the
[name of pension plan], which is a defined-benefit plan. For your convenience in response
to those requests, you may supply pertinent sections, properly signed and dated, of your actuarial report,
or pension expense report, if they are available and if they contain the requested information.

A. Please provide a brief description of the following:
1. The employee group covered.

2. The benefit provisions of the plan used in the calculation of the net periodic pension cost for the
period and of the accumulated benefit obligation and the projected benefit obligation at the end of
the period.
Please identify any such benefit provisions that had not taken effect in the year. Please also provide
the date of the most recent plan amendment included in your calculation. Please identify any
participants or benefits excluded from the calculations, such as benefits guaranteed under an
insurance or annuity contract.

3. The plan sponsor's funding policy for the plan.
4. Any significant liabilities other than for benefits, such as for legal or accounting fees.

5. The method and the amortization period, if any, used for the following:
a.
b.
c.
d.

Calculation of a market-related value of plan assets, if different from the fair value
Amortization of any transition asset or obligation
Amortization of unrecognized prior service cost
Amortization of unrecognized net gain or loss

6. Any substantive commitments for benefits that exceed the benefits defined by the written plan that
are included in the calculations.
7. A determination of the value of any insurance or annuity contracts included in the assets.
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
(Continued)
8. The nature and effect of significant plan amendments and other significant matters affecting
comparability of net periodic pension cost, funded status, and other information for the current
period with that for the prior period.

9. The following information relating to the employee census data used in calculating the benefit
obligations and pension cost:
a. The source and nature of the data is
and the date as of which the census data was
collected is.
b. The following information concerning participants:

Number
of Persons

Compensation
(if applicable)

-------------------------------------------------------------------------------------------

-------------------------------------------------------------------------------------------------------------------------

Participants

Currently receiving payments
Active with vested benefits
Terminated with deferred vested benefits
Active without vested benefits
Other (describe)

Note: If information is not available for all the above categories, please indicate the categories that have
been grouped and describe any group or groups of participants excluded from the above information.

c. Information for the following individuals contained in the census:
Participant's
Name or Number

Age or
Birth Date

Sex

Salary

Date Hired
or Years
of Service

Practice Tip:
The auditor should select information from employer records to compare with the census data
used by the actuary. In addition, the auditor may wish to have the actuary select certain census
data from his or her files to compare with the employer's records.

B.

Please provide the following information about the net periodic pension cost for the[period]
ended(pension plan balance-sheet date):
1. Service cost

$------------------

2. Interest cost

$------------------
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PENSION PLAN ACTUARIAL INFORMATION CONFIRMATION
(Continued)

3. Actual return on assets.

$

4. Other components:
a. Net asset gain (loss) during the period deferred for later recognition

$

b. Amortization of net loss (gain) from earlier periods

$

c. Amortization of unrecognized prior service cost

$

d. Amortization of the remaining unrecognized net obligation (asset) existing
at the date of the initial application of SFAS No. 87—transition
obligation (asset)

$

e. Net total of components (a+b+c+d)

$

5. Net periodic pension cost (1 +2-3+4e)

$

6. The above measurement of the net periodic pension cost is based on the
following assumptions:
Weighted-average discount rate:
Weighted-average rate of compensation increase:
Weighted-average expected long-term rate of return on plan assets:

%
%
%

Please describe the basis on which the above rates were selected and whether
the basis is consistent with that of the prior period.
Please briefly describe the other assumptions used in the above measurement.

7. The calculations of the items shown in B.1. to B.5. are based on the
following:

Asset information at:
Census data at:
Measurement date (must be not more than three months before the end of the
last fiscal year):

Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in B.1. to B.5.
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PENSION PLAN ACTURIAL INFORMATION CONFIRMATION
(Continued)
C. Please provide the following information on the benefit obligations for disclosure in the financial
statements as of and for the(period) ended(pension plan balance-sheet
date):
Estimated
1. Pension benefit obligation
a. Accumulated benefit obligation
—Vested:

$

—Nonvested:

___________

—Total:

___________

b. Additional benefits based on estimated future salary levels:
c. Projected benefit obligation (a+b):

2. Fair value of plan assets:
3. Unfunded projected benefit obligation:
(1c -2)

-----------------

4. Unrecognized prior service cost:

5. Unrecognized net loss or (gain):
6. Unrecognized net transition liability or (asset):

7. Additional liability:
8. Accrued (prepaid) pension cost in the company financial statements
(3-4-5-6+7):

$.

9. The above amount of the projected benefit obligation is measured based on
the following assumptions:
Weighted-average discount rate:

%

Weighted-average rate of compensation increase:

%

Please provide a brief description of the other assumptions used in the
measurement.
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PENSION PLAN ACTURIAL INFORMATION CONFIRMATION
(Continued)
10. The calculation of the items shown in C.1. to C.8. is based on the following:
Asset information at:

Census data at:

Measurement date (must be not more than three months before the current
fiscal year end):
Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in C.1. to C.8.

11. Please describe any significant events noted subsequent to the current year's measurement date and
as of the date of your reply to this request and the effects of those events, such as a large plant
closing, which could materially affect the amounts shown in C.1. to C.8.

D. Please provide an analysis for the period showing beginning amounts, additions, reductions and ending
amounts of the—
1.
2.
3.
4.
E.

Projected benefit obligation.
Unrecognized prior service cost.
Unrecognized net loss (gain).
Net transition obligation (asset).

Please provide our independent auditors with descriptions and the amounts of gains or losses from
settlements, curtailments, or termination benefits during the year, such as—

1. Purchases of annuity contracts.

2. Lump-sum cash payments to plan participants.
3. Other irrevocable actions that relieved the company or the plan of primary responsibility for a
pension obligation and eliminates significant risks related to the obligation and assets.
4. Any events that significantly reduced the expected years of future service of employees.

5. Any events that eliminated for a significant number of employees the accrual of defined benefits
for some or all of their future service.
6. Any special or contractual termination benefits offered to employees.
F.

8/95

Was all of the information above determined in accordance with SFAS Nos. 87 and 88 (including the
FASB's Guides to Implementation of Statements 87 and 88 and the American Academy of Actuaries'
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PENSION PLAN ACTURIAL INFORMATION CONFIRMATION
(Continued)
An Actuary's Guide to Compliance with Statement of Financial Accounting Standards No. 87) to the best
of your knowledge? Yes__ No___. If not, please describe any differences.

G. Describe the nature of your relationship, if any, with the plan or the plan sponsor that may impair or
appear to impair the objectivity of your work.

Very truly yours,

[Client's Authorized Signature]
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TRUSTEED EMPLOYEE BENEFIT FUND CONFIRMATION
[Client's Letterhead]

[Date]

Our auditors,[name of auditors], are conducting an audit of our financial
statements. In that connection, please furnish them with the following information concerning our
[name of employee benefit trust], administered by you as trustee,
as of[balance-sheet date]:

1. Contributions by the company during the period [beginning of the trust year] to
[end of the trust year].
2. Contributions by employees during the period ____________ [beginning of the trust year] to
[end of the trust year].

3. Payments to beneficiaries during the period ____________
[end of the trust year].

[beginning of the trust year] to

4. All unpaid fees due you for services rendered to[balance-sheet date].

Please mail your reply directly to our auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER’S
BENEFIT COST INFORMATION
[Client's Letterhead]

[Date]

[Name of actuary]
[Address]

In connection with the audit of our financial statements for the period ending[fiscal year
end] by our independent auditors[name, address],
please furnish them a copy of the most recent actuarial valuation report for[name
of plan]. If a complete actuarial valuation was not prepared as of[balance-sheet date], please
provide any reports or letters that summarize end-of-period amounts. If the information requested below
is included in the valuation report, you may refer to the location in your report rather than repeating such
information.

A. Please provide a brief description of the following:
1.

The participant group(s) (for example, employee, retiree and dependent group[s]) covered, and
the types of benefits provided.

2. The provisions of the substantive plan at the beginning of the period used in the calculation of the
net periodic postretirement benefit cost for the period.
3. Any changes between the provisions of the substantive plan at the beginning of the period used in
the calculation of net periodic postretirement benefit costs and the substantive plan used in the
calculation of the accumulated postretirement benefit obligation (APBO) at the disclosure date.
Additionally, please specify the following:

a. The disclosure date (which cannot be more than three months prior to the end of the period).

b. How these changes were included in the net periodic postretirement benefit costs for the
period.
4. The date and description of plan amendments adopted during the period and whether the
amendment(s) were included in items 2. and 3. above.

5. Any participants, benefits or plan terms excluded from the calculations and the reasons for their
exclusion.
6. The funding policy for the plan if other than pay-as-you-go.
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION
(Continued)
7. Any significant liabilities other than for benefits.

8. The method and the amortization period, if any, using for amortizing:
a. Any transition asset or obligation.

b. Unrecognized prior service cost.

c. Unrecognized net gain or loss.
9. If the plan is funded, provide:
a. The amounts and types of securities used to value plan assets.

b. Calculation of fair value of plan assets.
c. The date as of which fair value was calculated.
d. The method of determining the value of any contracts with insurance companies and participa
tion provisions included in the plan assets.
10. The following information relating to the participants' demographic and compensation data used
in calculating the APBO and net periodic postretirement benefit cost:

a. The source of the demographic data and the date as of which the data were collected.
b. The following information concerning the participants and their beneficiaries in the following
(or a comparable) format. Please indicate any groups of participants excluded from the
information.

Number
of persons

Participants

Compensation
(if applicable)

Retirees and beneficiaries eligible for benefits

Dependents of retirees eligible for benefits
Active employees fully eligible for benefits

Terminated employees fully eligible for benefits
Active employees not fully eligible for benefits

Other (identify)
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION
(Continued)

c. Information for the following participants:

Participants'
name or number

Age or
birth date

Sex

Salary

Date hired
or year of
initial eligibility

11. A summary of the per-capita claims costs used in the valuation and the basis for the development,
including:

a. In employer-specific claims data were used in connection with the development of per-capita
claims costs by age, a description of the data, its source and the period from which it was
taken.
b. If an external data source was used in connection with the development of per-capita claims
costs by age, describe the nature of the external data source and how it was used.
c. The extent to which external data sources were used to adjust the historical claims data.
B. Please provide the following components of the net periodic postretirement benefit cost for the period
(see A.2. above):

1. Service cost

$

2. Interest cost
3. Actual return on plan assets

4. Other components, net
a. Net asset gain (loss) during the period for later
recognition

$________

b. Amortization of net loss (gain) from earlier periods
c. Amortization of unrecognized prior service cost

d. Amortization of the transition obligation
e. Net total of other components (a + b + c + d)

5. Net periodic postretirement benefit cost (1 + 2 - 3 + 4e)
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION
(Continued)
C. Please provide the following information related to the APBO as of the disclosure date (see A.3.
above):

1.

Beginning
of period
(transition
*
date)

End of
period

$

$

$

$

$

$

Accumulated postretirement benefit obligation (APBO)

a. Retirees and beneficiaries eligible for benefits
b. Dependents of retirees eligible for benefits
c.

Active employees fully eligible for benefits

d. Terminated employees fully eligible for benefits
e. Active employees not fully eligible for benefits

f.

Other (identify)

g. Total (sum of 1.a. -1.f.)
2. Fair value of plan assets

3. Funded status (l.g.-2.)
4. Unrecognized prior service cost

5. Unrecognized net loss (gain)
6. Unrecognized transition obligation (asset)
7. Accrued (prepaid) postretirement benefit cost
(3 less items 4.-6.)

D. Please provide the following information regarding the assumptions used to compute the net periodic
postretirement benefit cost and APBO. If a published standard table was used, provide its name.

* This column should be included only in the initial year application of FASB Statement No. 106.

WP-60C
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION
(Continued)
ECONOMIC ASSUMPTIONS
Net periodic
cost

APBO

1.

General inflation (e.g., CPI)

_______ %

_______ %

2.

Weighted-average discount rate

_______ %

_______%

________ %

_______ %

Weighted-average expected long-term rate of return on
plan assets

_______ %

_______ %

5.

Estimated income tax rate included in rate of return

________ %

_______ %

6.

Method used to determine market-related value of assets

________ %

_______ %

3. Weighted-average rate of compensation increase
4.

EMPLOYEE DEMOGRAPHIC DATA

7. Employee turnover rates by age

Describe or attach table

8. Rates of retirement by age

Describe or attach table

9. Rates of disability by age

Describe or attach table

10. Rates of mortality by age

Describe or attach table

11. Percentage of employees with dependents at retirement

%

%

12. Spouse age difference

%

%

If participants in this plan are covered by defined benefit pension plan for which expense is determined
in accordance with FASB Statement No. 87, Employers' Accounting for Pensions, please state whether
the above assumptions are consistent with those used in calculations in determining those pension
amounts. If not, please explain the difference and the reason for the difference.

WP-60D
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER S
BENEFIT COST INFORMATION
(Continued)
SPECIFIC ASSUMPTIONS FOR RETIREE HEALTH CARE BENEFITS

Net periodic
cost
13. Weighted-average administrative expense (e.g., claims
settlement, legal, accounting, plan administration, etc.)
as a percentage of claims or other basis for assumption

APBO

%

%

14. Percentage expecting to elect coverage under the plan:

a. Future retirees

%

%

b. Their dependents

%

%

15. Health care cost trend rates (please provide rates for
each year to the ultimate rate)

Describe or attach table

a. Please state whether these rates are applicable to gross eligible charges or to net incurred
claims cost. If applied to net incurred claims, please state what adjustments were made and
what rates are to be shown to disclosure.

b. The effect of one-percentage-point increase in assumed health care cost trend rate on:
i.

The aggregate of service and interest cost components of net periodic postretirement
benefit costs.

ii. APBO.

16. Please state whether the above assumptions are consistent with the prior period, and, if not, explain
the reason for the changes.
17. Please describe any other significant assumptions used in the above measurement and the basis on
which they were determined.

E. Please provide a description and the amounts of gains or losses from settlements, curtailments or
termination benefits during the year, such as:
1. Purchase of insurance contracts where the risk of benefit payments is fully assumed by the
insurance company.

2. Lump-sum cash payments to plan participants.

WP-60E
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ILLUSTRATIVE LETTER TO ACTUARY REQUESTING EMPLOYER'S
BENEFIT COST INFORMATION
(Continued)

3. Other irrevocable actions that relieved the employer, plan sponsor or the plan of primary
responsibility for a postretirement benefit obligation and eliminated significant risks related to
the obligation and assets.
4. Any events that significantly reduced the expected years of future service of employees.

5. Any events that eliminated for a significant number of employees the accrual of defined benefits
for some or all of their future service.
6. Any special or contractual termination benefits offered to employees.

F. Please describe any significant events (for example, plant closings) noted subsequent to the current
year's measurement date, and the effects of those events, that could materially affect the amounts
shown in B. or C.
G. If you have been notified of a decision by the plan sponsor to fully or partially terminate the plan,
please describe the effect on the APBO and the net periodic postretirement benefit cost.

H. Was all of the information above determined in accordance with FASB Statement No. 106 to the best
of your knowledge? If not, please describe any differences.

I.

Describe the nature of your relationship, if any, with the plan or the plan sponsor that may impair or
appear to impair the objectivity of your work.

J. Indicate your professional qualifications for performing actuarial valuations under FASB Statement No.
106.
Yours very truly,

[Client Official]

WP-60F
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ILLUSTRATIVE WORKING PAPERS

This illustrative set of working papers has been developed to assist in the organization, planning, and
completion of engagements. The illustrative working papers are not a substitute for common sense and
professional judgment. They are presented as guides for your modification and use in small business audit
engagements.
These standard working papers are not all-inclusive. Other commonly prepared working papers include—

• Detailed trial balance.
• Minutes of directors' meetings.
• Listings of accounts payable.
• Schedules supporting various other balance sheet and earnings statement accounts.
Copies of client-prepared schedules and documents should be used wherever feasible. If possible, clients
should be instructed in advance to use these standard working papers when preparing schedules for our use.
Any client schedules and documents not conforming in size should be taped on our standard size working
papers to facilitate their filing and future use.
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WP-61

STANDARD WORKING PAPERS PACKAGE
Page

Explanation of Standard Tickmarks
Correspondence Control
Working Trial Balance — Assets
Working Trial Balance — Liabilities and Stockholders' Equity
Working Trial Balance —Revenues, Costs and Expenses
Cash Lead Schedule
Cash on Hand
Bank Reconciliation
Bank Transfers
Accounts Receivable Aged Trial Balance
Allowance for Doubtful Accounts
Accounts Receivable Confirmation Statistics
Physical Inventory Cutoff Data
Raw Materials Pricing Test
Reconciliation of Book and Physical Inventories
Notes Receivable
Prepaid Insurance
Property, Plant and Equipment
Additions
Disposals
Investments in Securities
Notes Payable, Long-Term Debt and Capitalized Lease Obligation
Stockholders Equity Analysis
Summary of Carryovers
Pension Accounting WorkPaper
Statement of Cash Flows Working Paper
FAS 109 Year-End Reconciliation
Deferred Tax Asset Valuation Allowance
Tax Expense Computation
Analysis of Income Tax Payable

8/95

WP-63

WP-65
WP-67
WP-69
WP-71
WP-73
WP-75
WP-77
WP-79
WP-81
WP-83
WP-85
WP-87
WP-89
WP-91
WP-93
WP-95
WP-97
WP-99
WP-101
WP-103
WP-105
WP-107
WP-109
WP-111
WP-113
WP-115, WP-117, WP-119
WP-120
WP-121
WP-122
WP-123

EXPLANATION OF STANDARD TICKMARKS
PREPARED BY
DATE
MARK

EXPLANATION
ON

F

Footed

CF

Crossfootec

G/L

Traced to

C

Confirmed

general ledger

Examined supporting

invoice

Calculation verified
T/B

8/95

Traced to

al balance
tri

WP-65

CORRESPONDENCE CONTROL
PREPARED BY
DATE

Addressee

Date
First
Request

Description
Bank confirmations
Cutoff statement
Account balances
Contingent liabilities
Credit lines
Compensating balances

Securities custodian confirmations

Notes receivable confirmations
Accounts Receivable confirmations

Consigned inventory confirmations
Warehoused inventory

Deposit receivable confirmations
Safe deposit box access confirmations
Insurance in force confirmations

Notes payable confirmations

Accounts payable confirmations

Customer deposit payable confirmations
Employee benefit plan confirmations

Related party confirmations

Lawyer letters
Client representation letter
Other

8/95

WP-67

Date
Second
Request

Date
Date
Subsequent Confirmation
Requests
Completed

8/95

WP-69

Net
Capitalized leased assets
Other assets:

Less accumulated depreciation
and amortization

Total

Leasehold improvements
Machinery and equipment
Furniture and fixtures

Buildings

fi xed assets
"Land

Investments

Prepaid expenses

___

Accounts receivable - related partie s
- other
Income tax refundable
Inventories:
Merchandise
Finished goods
" Work in process
Raw materials
________
Total
___

Notes receivable
Less allowance for doubtful accounts
________ Trade accounts receivable
___
Less allowance for doubtful accounts
________
Net
.......

~

Marketable securities

working________________________________ Final
Paper _________ __________________
Prior
Reference
Description
Year

________

Per
Adjustments'
Ledger
Dr
This Year
(CR.)
________ Cash

—

Adjusted
This
Year

WORKING TRIAL BALANCE - ASSETS

This
Year

Dr

(CR.)

Final

Reclassifications

DATE

ip rep a r e d by

8/95

WP-71

"

..._ ______ __________ PREPARED BY

______________________
Retained earnings

Additional paid-in capital

equity:
Capital stock

' Stockholders'

Capitalized leased obligations

Deferred Federal and state income taxes

Long-term portion of long-term debt

Current portion of long-term debt

Other current liabilities

-------------------------

Current
Deferred

Federal and state income
taxes payable

Accrued expenses

Accounts payable

Notes payable

-------------------------------

________

________

________

________
________

________

_________ Liabilities:

Final
Per
Adjustments Adjusted
Paper------------------------------------------------------------------ Prior_____ Ledger_____ Dr.
This
Reference
Description
Year
This Year
(CR.)
Year

Working

---------------------

Reclassifications
Final
Dr.__________ This
(CR.)
Year

DATE

WORKING TRIAL BALANCE - LIABILITIES AND STOCKHOLDERS EQUITY

8/95

WP-73

and expenses:
Cost of sales
Selling expenses
General and administrative expenses
Interest expense

Other

Earnings before taxes

Net earnings (loss)

Deferred

State
Federal
Current

Provision for taxes:

~

________
________

________

Other

~ Costs

________
________

Working

Final
Per
Adjustments Adjuste
Reclassifications
Final
Paper___________________________________________ Prior_____ Ledger_____ Dr._______ This__________Dr.__________ This
Reference
Description
Year
This Year
(CR.)______ Year________ (CR.)_____
Year
~ Revenues:
________ Net sales

d

PR EPARED BY
________________________________________________________________________________________ DATE_____________________

WORKING TRIAL BALANCE - REVENUES, COSTS AND EXPENSES

8/95

WP-75

PREPARED BY

Working

s

_________________________ _____

Final
Per
Adjustment Adjusted Reclassifications
Final
Paper______________________________________________Prior_____ Ledger_____ Dr._______This__________ Dr.__________ This
Reference
Description
Year
This Year
(CR.)
Year
(CR.)
Year

___

____

________________________________________________________________________________________DATE..........................................

LEAD SCHEDULE

CASH ON HAND
PREPARED
DATE

WORKING
BALANCE
OVER
PAPER
REFERENCE CASHIER LOCATION OF FUND PER ACCOUNT (SHORT)

8/95

WP-77

BALANCE
PER BOOKS

BANK RECONCILIATION

PREPARED BY
DATE
Balance pe bank
Deposits in transit

Deduct:
Outstanding checks

Other reconcil ng

items (describe)

Balance per books befo e adjustment

Adjustments (identify and describe):

Bank service

charges

Bank charges for returned

8/95

checks

WP-79

8/95

WP-81

___________________________________________Date
Date____________ Deposit_________ Date___________________
Date__________________ Check Bank on_______ Endorsed Posted Date
Bank in_________ Posted_________________
Per books Number Payeee Amount Which drawn
By Bank By Bank Per books Which deposited By Bank_____ Remarks

____________________________________________________________________________ DATE__________________

BANK TRANSFERS

ALLOWANCE FOR DOUBTFUL ACCOUNTS

PREPARED BY
DATE

Balance at beginning of period
Add:

Provision for the period
Recovery of written off accounts

Subtotal

Deduct:
Accounts written off

Balance at end of period - unadjusted

Adjustments

Balance at end of period - adjusted

8/95

WP-83

8/95

WP-85

__________
Balance
Confirmation Number
Per
Positive Negative Ledger
‘

_________________________________ Alternative
Current__________ Past Due_______________ Procedures
1-30 Days 31 -60 Days 61 -90 Days Over 90 Days
Performed

___________________________________________________________________ DATE

ACCOUNTS RECEIVABLE AGED TRIAL BALANCE

Required
_________
Allowance
Amount
Explanation___________

__________________

prepared by

ACCOUNTS RECEIVABLE CONFIRMATION STATISTICS
PREPARED BY
DATE

Number

Amount

%

Amount

Dollars
%

Circularization:
Positive requests
Negative requests

Total circularized
No requests sent
Total accounts receivable at
Date of confirmation

100%

Results (Replies received through _
No differences reported:
Positive replies:
Negative requests
Differences reported
and resolved:
Positive replies
Negative replies
No positive replies

Total confirmed

8/95

WP-87

100%

PHYSICAL INVENTORY CUTOFF DATA
PREPARED BY
DATE

Last sales invoice number used
Last "return from customer" number used
Last shipping report number used
Last bill of lading number used
Last receiving report number used
Last "return to vendor" number used
Other cutoff information:

8/95

WP-89

8/95

WP-91

_____

P e

r vend o rs invoice
____________
Tag____________________________________ Per Clients Inventory
_________ Invoice____________________________________________________
No.
Part No.
Description______ Quantity
Unit cost
Extension
Date
No.
Quantity Unit Cost Extension
Difference
Explanation

PREPARED BY
____________________________________________________________________________________________________________ DATE____________________

RAW MATERIALS PRICING TEST

RECONCILIATION OF BOOK AND PHYSICAL INVENTORIES

prepared

BY

DATE
Raw
Materials
Book inventory, unadjusted at date of physical
Adjustments to book inventory (describe):

Book inventory adjusted at date of physical

Physical inventory, unadjusted
Adjustments to physical inventory (describe):

Physical inventory, adjusted

Reconciliation of book and physical inventories:
Book inventory, adjusted, at date of physical

Adjustment to physical

Physical inventory

8/95

WP-93

Work in
Process

Finished
Goods

Other/
supplies

8/95

WP-95

P R E P A R E D BY

M aker

____________

M ade

D ate
D ue

F ace A m o u n t _______ Colla teral______ B eginning
o f N ote
D e scrip tio n V aluation of period

______________________________________________________________________ Balance ______________

NO TES
A d d itio n s Balance at end o f period
(P a ym e n ts) C u rre n t
L o n g -te rm
R ate

To

_ _ _ _ _ Paid

A c c ru e d B e g in . _________________________ A c c ru e d end
o f period
E arned
R eceived
o f period

_________________________________ I NT E R E S T ____________________

__________________________________________________________________________________________________________________________________________________________________ D ATE _____________________
_____________________________________________________________________________________________

N O T E S R E C E IV A B LE

8/95

WP-97

________________ ____________
Coverage_________________ Book Value
________
Policy
of Assets Terms of Coverage Original Beginning
Number Company _____ Type______ Coinsurance_____ Amount______ Insured From
To______ Premium Balance Additions

Prepaid__________ _______
Ending
Expense
Balance

PREPARED BY
______________________________________________________________________________________________________________________ DATE__________________

PREPAID INSURANCE

8/95

WP-99

C
Account_____________________ Bal. Begin____________________________ Bal. End
Number Description
of Period
Additions
Disposals
of Period
Account Rate and
Number Method

of Period
Provisions

Disposals

of Period

Accumulated de preciation
________
Bal. Begin____________________________ Bal. End

prepared by
_____________________________________________________________________________________________________________________ DATE

o s t

PROPERTY, PLANT AND EQUIPMENT

ADDITIONS

PREPARED BY
DATE
Date

8/95

Vendor

Description

WP-101

Estimated
Life

New or
Used

Cost

8/95

WP-103

______________________________________________ D epreciation _____________________________________________________
Date_____ Date_____________________________________________________________ Rate_______________ Accumulated__________________ Gain
Sold
Acquired___________ Vendee
Description
and method_____ Cost
Depreciation
Proceeds
(Loss)

PREPARED BY
______________________________________________ __________________________________________________________________ DATE__________________

DISPOSALS

8/95

WP-105

prepared BY

Description Shares

___________________
______________ No.

Am ount
Cost

Shares

F a c e ______________ No.
Am ount
Cost

Shares

F a c e _________ No.

Am ount

Face

Begin n ing of Period______________ Additio ns ___________________D ispos al
Cost

Amort.
Gain
(Prem ium )
No .
Proceeds (Loss)
Discount Shares

r i od__________________ Market Valu e

pe

Cost

Per share

Total

~ ___________________________________________

Am ount

End o f
Face

___________________________________________________________________________________________________________________________________________________________________ DATE_____________________

INVESTMENTS IN SECURITIES

8/95

WP-107

interest

DATE

PREPARED BY

Payee

Made

Due

of Note
Description

of period
Additions

Payments End of period
to

of period
Expense

Paid

of period

____________________________________________ Balance_________________________________________________________________________________
_________
Date
Face Amount Collateral
Beginning______________________ Balance
Paid
Accrued Begin._____________________ Accrued end

notes

NOTES PAYABLE AND LONG-TERM DEBT

8/95

WP-109

prepared by

Balance, at end of year

______________ Balance, beginning of year

~ __________________________________________________

__________________________________ Preferred - Account No.
_______
Common Account
________________ Add'l Paid
Retained
____________________________________ Number_____________________ ___________ Number_____________ TreasuryStock
Capital________ Earnings
Date Reference
Description
of shares
Amount
_______
shares
Amount
No shares Amount Acct. No.
Acct. No.

N o.

_______________________________________________________________________________________________________________ DATE______________ __

STOCKHOLDERS EQUITY ANALYSIS

8/95
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tax retu rn

prepared by
DATE

19_______
19_______

19_

19_______
19_______

19_

19

FYE
FYE
FYE
FYE
FYE
FYE
FYE

19

19_
19_______
19_______

1ST
19_______
19_______

Contributions_______

FYE
FYE
FYE
FYE
FYE
FYE
FYE

Net operating Losses

___________________________ Amounts Years
Amounts___________ Amounts Years______ Amounts______ Year of
___________________ Amount Applied Applied to Remaining Amount Applied Applied to Remaining
Expiration

FInancial statement

SUMMARY OF CARRYOVERS

PENSION ACCOUNTING WORKPAPER

PREPARED BY
DATE

Pension
expense

NTRY
MEMO CC DES
RNAL E
JOU
Prepaid Projected
Plan
benefit
(accrued)
assets
Cash expense obligation

12/31.
Service Cost

Interest
Actual Return
Unexpected loss

Transition
PSC allocation
Contribution

Benefits

PBO change

Journal entry

12/31

8/95
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Deferred
transition
loss

Prior
service
cost

Deferred
unexpected
cost

8/95

WP-115

(A), (B) - Disclosure information on page 3.

Legend:__________________________

Intangible assets________________

Accumulated depreciation and amort.

Property, plant and equipment_______

Investments____________________

Prepaid expenses________________

Inventory______________________

Notes receivable________________

Allowance for doubtful accounts_______

Accounts receivable_____________

Cash and Cash equivalents__________

Assets:_________________________

PREPARED BY

Noncash_____Description
Activities ______________

___________________________

_ _____________________________
Balances________ Net
Reclass._____ Investing Activities_____ Financing Activities
Adj.
Cash out
Cash in
Cash out
Cash in
______________________________ _____________________ Change

______________________________ _______________________________________________________________ DATE

STATEMENT OF CASH FLOWS WORKING PAPER (INDIRECT METHOD) - BALANCE SHEET DATE:
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b
prepared by

(C O N T IN U E D )

Bala n ce s ___________ N et

R e cla ss .
C hange

and S to ckh o ld e rs' E q u ity

N e t c a s h provided _____________________________

________ T otal Liabilities

T otal S tockholders' E quity

C u rre n t earnings __________________________

R etained earnings _________________________

C apital sto ck ________________________

S to ckh o ld e rs' Equity:___________________________

________ T otal Liabilities __________________________

O th e r liabilities _______________________

D eferred taxes _______________________

L o n g -te rm debt ______________________

Lease obligation ___________________________

S h o rt-te rm debt ___________________________

Incom e taxes payable _____________________

In te re st payable _________ (A) _______________

A c c o u n ts payable and accrued expenses

Liabilities:______________________________________

______________________________________________________________ _______________

________________

Investi n g A c tiv itie s
A dj.
C ash out

F inanc i ng A ctivitie s
C ash in
C ash o u t

N oncash ______ D escription
C ash in _______ A ctivitie s ____________________

__________________________________________________________________________________________________________________________________________________________ D ATE ______________________ ____
_____________________________________________________________________________
_____________________

S T A T E M E N T O F C A S H F L O W S W O R K IN G P A P E R (IN D IR E C T M E T H O D ) - B A LA N C E S H E E T D ATE:
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_______ o f $ _____________ (Inc. Stm t) _________________
_______ A dd beginning accrual (from above) ___________
_______ S ubtract ending accrual (from above) _________
_______ Incom e taxes paid ___________________________

(B ) Incom e taxes on accrual basis, net o f deferred

D isclosure information:______________________________
(A) Interest on accrual basis __________________
_______ A dd beginning accrual_______________________
_______ S ubtract ending accrual______________________
________ Interest paid ________________________________

Net cash (provided) applied ___________________

_______ Provision for doubtful accounts ______________
_______ U ndistributed earnings o f affiliate _____________
_______ D istribution of earnings by affiliate ____________
_______ Paym ent rec'd on inventory installm ent note
_______ Increase in deferred taxes ___________________
_______ Increase in other liabilities ____________________
_______ C hange in assets and liabilities _______________
___________ Increase in accounts receivable __________
___________ Decrease in inventory ____________________
___________ Increase in prepaid expenses _____________
___________ Decrease in a ccts . pay . and acc. exp.
_______ Increase in interest and incom e taxes payable

__________ C ash received ____________________________

______ D epreciation and am ortization _________________
______ S ale o f facility:________________________________
__________ C ost _____________________________________
__________ Accum ulated depreciation _________________

A djustm ents:

A ccrual basis net earning (P age 2)________________

____________________________________________________
Bala n ces
Net
____________________________________________ _____________________ C hange
Adj.
R econciliation of Net Earnings to Net C ash Flow: _________________________________

Financ i ng A ctivities
C ash in
A ctivities

N oncash ______ D escription

date

P R E P A R E D BY

(C O N T IN U E D )

_____________________________________________________________________________________

R eclass.
Investi n g A ctivities
C ash out
C ash in
C ash out

S T A T E M E N T OF C A S H F LO W S W O R K IN G P A P E R (IN D IR E C T M E T H O D ) - B A LA N C E S H E E T D A T E :

WP-120
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CUMULATIVE

~
CURRENT YEAR

TOTAL-NET DR (CR)

GROSS LIABILITY

FUTURE LIABILITIES (CR)

GROSS ASSET

Tax Credit Carryforwards:

NOL Carryforwards By
Origination Year:

FUTURE BENEFITS (DR)

~
A
B

C

D

Temporary Difference_________ DR (CR)________ DR (CR)________ DR (CR)_______ DR (CR)
E

DR (CR)
F

DR (CR)

G

%
H

DR (CR)

Tax Effect

(3)

All

" Other " Items must be explained, and,

if

appropriate, adjustm ents/relcassifications proposed.

Total change in temporary differences to be show n on tax expense com putation workpaper.

I

(CR)

Valuation
Allowance

_________ FOOTNOTE_________

Material net differences should be tax effected and a reclassification adjustm ent m ade betw een the income tax payable and deferred tax accounts
see Analysis of Income Taxes Payable

(2)

-

(1)

REF

WP

~

Cumulative _____________
Prior Year ______________________ Prior Year______________________________ Current Year____________
W orkpaper
Difference
Tax Return
Sch M-1
Other
Balance
Tax Rate

~

J

DR (CR)

Current

K

DR (CR)

NonCurrent

BALANCE SHEET

PREPARED BY
DATE

Deferred Tax Asset Valuation Allowance

Prepared By
Date

INSTRUCTIONS: Prepare this workpaper whenever there Is a gross deferred tax
asset. If SCHEDULING of the reversal of the future deductions is required to
evaluate recoverability, substitute the year-by-year schedule for this workpaper.

Gross Deferred Tax Asset From FAS 109 year end
reconciliation workpaper

$

Less: Income Taxes (Federal and State) Paid or Payable for Current and
Immediately Preceding Two Years. (Exclude State Taxes
if no carryback is permitted):
Tax Paid for 19
$
Tax Paid for 19
$
Tax Paid/Payable for 19 $
Total Paid
$

(A)

Taxes Refundable accrued
at
19
S
(Year End)
Net Prior Tax

$(

)

Deferred Tax Asset not recoverable through carryback
— if negative, show ZERO and provide no allowance

$(

)

Less: Gross Deferred Tax Liability from FAS 109
year end reconciliation workpaper

$(

)

Deferred Tax Asset to be recovered from future taxable income other
than reversal of temporary differences
— if negative, show ZERO and provide no allowance
$(

)

Caution: Deferred Tax Liabilities and Assets of separate
jurisdiction (e.g., federal vs. state) should not be offset.
if material.

(B)

Test of Profitability:
I. If a going concern modification would be applicable to this entity, provide
a valuation allowance equal to (B) above.
ii. Amount from (A) above
divided by 3
(B) divided by (C)

$

(C)

$

(D)

Is (D) greater than 3?

YES

NO

Do the immediately preceding two years show cumulative
or zero GAAP earnings?

YES

NO

Is next year expected to have a GAAP loss or be break-even?

YES

NO

Are there unsettled circumstances that make it more than
likely that GAAP profits will be significantly below the average
profits of the last three years?

YES

NO

If all answers are NO. then no allowance is needed.

iii. If neither i. nor ii. are applicable, prepare a workpaper analyzing the deferred tax assets and
documenting the judgements leading to a partial or full allowance equal to ( (B).
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Tax Expense Computation

Prepared By
Date

Reconciliation
of Expected to
Actual

Tax
Provision

TAX RETURN
1. Income (Loss) Before Income Taxes
Change
in temporary differences 2.
Net Schedule M-1 Items
from FAS 109 Reconciliation

$

$

@ 34%

Expected Federal Tax Provision

Permanent Differences:

WP Ref 3. Permanent Differences: (list)

$
$
$
$
$
$

@
@
@
@
@
@

34%
34%
34%
34%
34%
34%

Total Permanent Differences
4. Taxable Income BEFORE STATE TAXES

@66%

%) (Use separate
5. State Income Tax (
worksheet, if necessary, for
computation of state income tax]

State tax, net

6. Taxable Income - FEDERAL
7. Federal Tax - Use Separate Worksheet,
if necessary

Graduated rates

8. Additional accrual/Rounding

Additional accrual/Rounding

Total Current Provision

9.

DEFERRED TAX

10 Beginning of Year (FAS 109 Year End Reconciliation
times prior year rate PLUS Tax Credit
Carryover)

11 End of Year (FAS 109 Year End
Reconciliation Column H)

Gross Change

12

13 Less changes related to Equity Items
(FAS 109, par 36):
Prior Period Adjustments
Noncurrent Marketable Securities

(2)

Net Change

14

Rate changes

15 Valuation Allowance

Change in Valuation Allowance - Exclude (1)
changes due to expiration or
carryforwards and credits, and (2) purchase
accounting;

End of Year

Beginning of Year
Change in Valuation Allowance
16
17

Actual Tax Provision - prepare a separate
column or workpaper for continuing
operations if different than net income.

Total Deferred Provision

Total Provisions

$

18 $

(1) Note: If DR on FAS 109 year end reconciliation workpaper show as income,
if CR on FAS 109 year end reconciliation workpaper show as a deduction.
(2) If a change in tax rate is included, compute by multiplying the change in rate by the beginning of year, (FAS 109 year end
reconciliation workpaper Column C) temporary difference and include in the expected to actual reconciliation.
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ANALYSIS OF INCOME TAXES PAYABLE

PREPARED BY

DATE

Federal
Current

Additional

State

Payable

DR

Current

DR

CR

Accrual (A)

Payable

CR

DR

Deferred

CR

DR

Taxes

CR

1. Beginning balance (per Prior Year adjusted TB)
2. Payment (Refunds) on 19

Tax Returns:

Federal

State
Subtotal

Total
3. 19

Tax Provisions * per books before audit

adjustment

4.

19

Estimates Pd: 1st qtr. Fed
1st qtr State
2nd qtr Fed

2nd qtr State

3rd qtr Fed
3rd qtr State
4th qtr Fed
4th qtr State

5. Other hems:

6. BALANCE per unadjusted trial balance
7. AJE

(to reclass current/deferred per

FAS 109 Year end reconciliation, instruction 1
8. AJE

(to adjust to Tax Comp @

tax expense computation workpaper)
9. Adjusted Balance

1

2

<B)

(

)

10 Reconciliation of Current Payable

Federal

State

Current

Current

Payable

Payable

Tax (Credit) per Current Year

Return or Accrual:

Estimates Paid:
Federal
State

Balance
(1)

(2)

(A)

Entities will not normally have a separate additional accrual account. However, for our workpaper purpo
ses, separately schedule any additional accrual and track h from year to year.

(B)

Should be equal to the Total Provision on tax expense computation work paper.
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INTEGRATED
PRACTICE
SYSTEM

Titles Available in the AICPA
Integrated Practice System
Engagement Manuals Series
Auto Dealership Engagement Manual

(2 Volumes)

Bank Audit Manual

(3Volumes)

Compilation and Review Manual

(2Volumes)

Comprehensive Engagement Manual

(4 Volumes)

Construction Contractors Audit Manual

(2 Volumes)

Credit Union Audit Manual

(2Volumes)

Not-for-Profit Organizations Audit Manual (2 Volumes)
Quality Control Manual for CPA Firms
Small Business Audit Manual

(1 Volume)
(2 Volumes)

